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Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury’s Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income Rev. Rul. 99-38 the Secretary would publish in the Inter-
Housing Credit nal Revenue Bulletin a table of “bond fac-
In Rev. Rul. 90-60, 1990-2 C.B. 3, thgor” amounts for dispositions occurring

Low-income housing credit; satisfac- Internal Revenue Service provided guidduring each calendar month.

tory bond; “bond factor” amounts for ~ance to taxpayers concerning the general This revenue ruling provides in Table 1
the period July through September methodology used by the Treasury Dethe bond factor amounts for calculating
1999.This ruling announces the monthlypartment in computing the bond factothe amount of bond considered satisfac-
bond factor amounts to be used by taxamounts used in calculating the amount abry under § 42(j)(6) for dispositions of
payers who dispose of qualified low-in-bond considered satisfactory by the Segualified low-income buildings or inter-
come buildings or interests therein duringetary under § 42(j)(6) of the Internalests therein during the period July through
the period July through September 1999.Revenue Code. It further announced th&eptember 1999.

Table 1
Rev. Rul. 99-38
Monthly Bond Factor Amounts for Dispositions Expressed
As a Percentage of Total Credits

Calendar Year Building Placed in Service
or, if Section 42(f)(1) Election Was Made,
the Succeeding Calendar Year

Month of
Disposition 1987 1988 1989 1990 1991 1992 1993 1994 1P95 1996 1997 1998 1999

Jul '99 45.71] 60.18| 75.0§ 76.18 79.16 8230 8583 89.30 92.70 96.38 100.22 104.36 107.43
Aug '99 45.71| 60.18| 75.0§9 75.9Y 78.94 8227 85.69 89.04 9244 96.11 99.95 104.10 107.43
Sep '99 45.71) 60.18 75.06 75.77 78.Y3 82.05 8545 8513.80 92.19 95.85 99.69 103.86 107.43

For a list of bond factor amounts applictuling is Gregory N. Doran of the Office Section 368(a)(1)(E) or (F).—
able to dispositions occurring during otheof Assistant Chief Counsel (Passthroughgorporate Reorganizations
calendar years, see the following revenugnd Special Industries). For further infor-
rulings: Rev. RU|.98—3, 1998-2 I.R.B. 4,mation regarding this revenue ru”ng’ C0n26 CFR-1.3-68—21 Definitions relating to corporate
for dispositions occurring during the calyact Mr. Doran on (202) 622-3040 (not éeorga”'zat'ons-
endar years 1996 and 1997; Rev. Rul| . free call).
98-13, 1998-11 I.R.B. 4, for dispositions

To what extent are |.R.C. section 354 exchanges
of stock of U.S. real property holding corporations

occurring during the period January in reorganizations described in I.R.C. section
through March 1998; Rev. Rul. 98-31Section 280G.—Golden 368(a)(1)(E) or (F) taxable under Temp. Reg. sec-
1998-25 I.R.B. 4, for dispositions occUrparachute Payments tion 1.897-6T(a)(1)? See Notice 99-43, page 344.

ring during the period April through June
1998: Rev. Rul. 98-45, 1998-38 I.R.B. 4, Federal short-term, mid-term, and long-term
for dispositions occurring during the pe_rates are set forth for the month of September 199§ ection 382.—Limitation on Net

riod July through September 1998; Rey:°® Rev. Rul. 99-37, page 336. Operating Loss Carryforwards

Rul. 99-1, 1999-2 I.R.B. 4, for disposi- and Certain Built-In Losses

tions occurring during the period Octobekection 354.—Exchange of Following Ownership Change
through December 1998; .Rev' .RUL 99 ck The adjusted applicable federal long-term rate is
18, 1999-14 I.R.B. 3, for dispositions oc-

set forth for the month of September 1999. See Rev.

curring during the period January througl,?rG CFR 1.354-1: Exchange of stock and securitiesRuI. 99-37, page 336.

March 1999; and Rev. Rul. 99-24, 19991 ce"ain reorganizations.
21 I.R.B. 3, for dispositions occurring dur- To what extent are I.R.C. section 354 exchanges
ing the period April through June 1999. of stock of U.S. real property holding corporationsSection 412.—Minimum

in reorganizations described in I.R.C. sectior':unding Standards

DRAFTING INFORMATION 368(a)(1)(E) or (F) taxable under Temp. Reg. sec-
o ) tion 1.897-6T(a)(1)? See Notice 99-43, page 344. The adjusted applicable federal short-term, mid-
The principal author of this revenue term, and long-term rates are set forth for the month

1999-36 |.R.B. 335 September 7, 1999



of September 1999. See Rev. Rul. 99-37, on thif September 1999. See Rev. Rul. 99-37, on this Federal rates; adjusted federal rates;

page. page.

adjusted federal long-term rate, and

Section 467.—Certain
Payments for the Use of
Property or Services

Federal short-term, mid-term, and long-ter
rates are set forth for the month of September 1999.
ee Rev. Rul. 99-37, on this page.

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the mon
of September 1999. See Rev. Rul. 99-37, on this

Section 642.—Special Rules for
Credits and Deductions

the long-term exempt rate.For purposes
of sections 1274, 1288, 382, and other
sections of the Code, tables set forth the
rates for September 1999.

ev. Rul. 99-37
This revenue ruling provides various

page.

Section 807.—Rules for Certain

Section 468.—Special Rules Reserves

for Mining and Solid Waste
Reclamation and Closing

The adjusted applicable federal short-term, mid®a9€:

prescribed rates for federal income tax
purposes for September 1999 (the current
month.) Table 1 contains the short-term,
mid-term, and long-term applicable fed-
eral rates (AFR) for the current month for

The adjusted applicable federal short-term, mid.. urposes of section 1274(d) of the Inter-
term, and long-term rates are set forth for the mon

osts of September 1999. See Rev. Rul. 99-37, on this

nal Revenue Code. Table 2 contains the
short-term, mid-term, and long-term ad-
justed applicable federal rates (adjusted

term, and long-term rates are set forth for the month
of September 1999. See Rev. Rul. 99-37, on this

AFR) for the current month for purposes

page.

Section 846.—Discounted

Unpaid Losses Defined

Section 482.—Allocation of The adjusted applicable federal short-term, mid

Income and Deductions Among

Taxpayers of September 1999. See Rev. Rul. 99-37, on th

page.
Federal short-term, mid-term, and long-term
rates are set forth for the month of September 1999.

See Rev. Rul. 99-37, on this page. Section 1274.—Determination
of Issue Price in the Case of
Certain Debt Instruments Issued
for Property

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid¢Also sections 42, 280G, 382, 412, 467, 468, 482,
term, and long-term rates are set forth for the mont#83, 642, 807, 846, 1288, 7520, 7872.)

term, and long-term rates are set forth for the monﬂgw

of section 1288(b). Table 3 sets forth the
adjusted federal long-term rate and the
long-term tax-exempt rate described in
ection 382(f). Table 4 contains the ap-
Rropriate percentages for determining the
low-income housing credit described in

section 42(b)(2) for buildings placed in

service during the current month. Finally,

Table 5 contains the federal rate for deter-
mining the present value of an annuity, an
interest for life or for a term of years, or a
remainder or a reversionary interest for
purposes of section 7520.

REV. RUL. 99-37 TABLE 1
Applicable Federal Rates (AFR) for September 1999
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-Term
AFR 5.42% 5.35% 5.31% 5.29%
110% AFR 5.98% 5.89% 5.85% 5.82%
120% AFR 6.52% 6.42% 6.37% 6.34%
130% AFR 7.08% 6.96% 6.90% 6.86%
Mid-Term
AFR 5.98% 5.89% 5.85% 5.82%
110% AFR 6.58% 6.48% 6.43% 6.39%
120% AFR 7.19% 7.07% 7.01% 6.97%
130% AFR 7.81% 7.66% 7.59% 7.54%
September 7, 1999 336 1999-36 I.R.B.




REV. RUL. 99-37 TABLE 1—Continued
Applicable Federal Rates (AFR) for September 1999

Period for Compounding

Annual Semiannual Quarterly Monthly

Mid-Term—Continued
150% AFR 9.04% 8.84% 8.74% 8.68%
175% AFR 10.58% 10.31% 10.18% 10.10%
Long-Term
AFR 6.25% 6.16% 6.11% 6.08%
110% AFR 6.89% 6.78% 6.72% 6.69%
120% AFR 7.53% 7.39% 7.32% 7.28%
130% AFR 8.17% 8.01% 7.93% 7.88%

REV. RUL. 99-37 TABLE 2

Adjusted AFR for September 1999
Period for Compounding
Annual Semiannual Quarterly Monthly

Short-term
adjusted AFR 3.77% 3.74% 3.72% 3.71%
Mid-term
adjusted AFR 4.49% 4.44% 4.42% 4.40%
Long-term
adjusted AFR 5.26% 5.19% 5.16% 5.13%

REV. RUL. 99-37 TABLE 3

Rates Under Section 382 for September 1999

Adjusted federal long-term rate for the current month 5.26%
Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted
federal long-term rates for the current month and the prior two months.) 5.26

REV. RUL. 99-37 TABLE 4

Appropriate Percentages Under Section 42(b)(2) for September 1999

Appropriate percentage for the 70% present value low-income housing credit 8.43
Appropriate percentage for the 30% present value low-income housing credit 3.61

REV. RUL. 99-37 TABLE 5

Rate Under Section 7520 for September 1999

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of
years, or a remainder or reversionary interest 7.2%

1999-36 |.R.B.
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Section 1288.—Treatment of Paperwork Reduction Act were received. One commentator recom-
Original Issue Discount on mended the retention of the notional ac-

The collection of information con-
m i i . . . . count method because the asset-based
Tax-Exempt Obligations tained in these final regulations has beefoyhod can result in the allocation of a

The adjusted applicable federal short-term, midt€viewed and approved by the Office Of)ortion of the COFL account to a depart-
term, and long-term rates are set forth for the montManagement and Budget in accordanqﬁ ; :

: . member that did not contribute to the

of September 1999. See Rev. Rul. 99-37, page 33¢vith the Paperwork Reduction Act of 9

OFL account, a result that the commen-
1995 (44 U.S.C. 3507) under the contr 5 .

ator views as arbitrary. To alleviate the

Section 1502 —Requlation nu&nb;ar 15f4.5;163‘;'.' Responszs tto thk%nsion between the interest allocation
. g S collection of information are mandatory. _ - "~5e| rules, the commentator sug-

An agency may not conduct or sponsof, . . ding the interest allocati
26 CFR 1.1502-9: Consolidated overall foreign  gnd a person is not required to respond tgjs e_ E:.m?jn fmf? C?)::nl_er?s aflocation
imitati ) . : .~ Tules instead of the rules.
losses and separate limitation losses. a collection of information unless it dis-

plays a valid control number Treasury and the IRS recognize that,
T.D. 8833 The estimated annual burden oer under the asset-based method, a portion of
DEPARTVENT OF THE TREASURY  spordent s 1.5 hours
Internal Revenue Service Comments concerning the accuracy of direct i h
26 CFR Parts 1 and 602 this burden estimate and suggestions fGot directly cont? ute to the _COFL ac-
reducing this burden should be sent to tHgPUNt (because, for example, it was not a
Consolidated Returns— Internal Revenue ServiceAttn: IRS Re- Member of the group at the time the OFL
Consolidated Overall Foreian ports Clearance Officer, OP:FS:FP, Wastf0se). However, as noted in the preamble
- g ] ; ; to regulations issued in January 1998 that
Losses and Separate Limitation ~ "gton, DC 20224, and to theffice of = °. = N
p Management and BudgetAttn: Desk eliminated the limitation on OFL recap-

Losses Officer for the Department of the Trea-ture and foreign tax credit utilization with
AGENCY: Internal Revenue Servicesury, Office of Information and Regula-'eSPECt 0 separate return limitation years,
(IRS), Treasury. tory Affairs, Washington, DC 20503. any single member’s economic “contribu-

Books or records re|ating to a Co||ec_ti0n” to a COFL account is difficult to

ACTION: Final and temporary regula-tion of information must be retained sgneasure since the expense allocation rules
tions. |Ong as their contents may become matefequire interest and certain other expenses

ial in the administration of any internalto be allocated to a member’s income in
SUMMARY: This document containsrevenue law. Generally, tax returns angeparate limitation categories on the basis
final consolidated return regulations relattax return information are confidential, a®f the group’s assets.

ing to the treatment of overall foreignrequired by 26 U.S.C. 6103. An asset-based method is not arbitrary
losses and separate limitation lossesinthe | because it associates a COFL account
computation of the foreign tax credit limi-~2 2 with assets that will produce income sub-

tation. The regulations replace existing On December 29, 1998, the IRS andfCt [0 recapture, thereby ensuring the re-
guidance with respect to overall foreigrreasury published in thieederal Regis- ¢2Pture of the COFL account. As ex-
losses and provide guidance with respecér (REG-106902-98, 63 F.R. 715gd°lained in the preamble to the proposed
to separate limitation losses. These reg{t999-8 I.R.B. 57]) a notice of proposed€dulations, Treasury and the IRS believe
lations affect consolidated groups thatulemaking modifying the rules relatingthat the asset-based method for allocating
compute the foreign tax credit limitationto the treatment of overall foreign los* COFL account harmonizes the COFL
or that dispose of property used in a folOFL) accounts, and providing new ruIeéF"eS with the interest allocation provi-
eign trade or business. relating to the treatment of separate limiSions. Those provisions, as required by
tation loss (SLL) accounts. The regulaStatute, are designed to prevent corpora-
DATES: Effective Date:These regula- tions proposed to replace the notional a¢lons from borrowing in ways that in-
tions are effective August 11, 1999. count method for allocating a group’s@Ppropriately minimize the amount of
Applicability Dates:For dates of ap- consolidated OFL (COFL) account to dnterest expense allocated against foreign-
plicability of these regulations, seedeparting member of a group with arfource income (thereby inflating the
§81.1502-9A(a)(1) and (b)(1) andasset-based method for allocating botAmount of foreign-source income that can
1.1502-9(e). OFLs and SLLs. The regulations als®e sheltered from U.S. tax by foreign tax
proposed to modify the section 904(f)(3Eredits).
FOR FURTHER INFORMATION CON- and (5)(F) disposition rules in the case of The commentator also criticized the
TACT: Trina Dang of the Office of Asso- intercompany transactions, and to providasset-based method for allocating COFL
ciate Chief Counsel (International), (202omputational rules and nomenclature foaccounts as creating uncertainty and ad-
622-3850 (not a toll-free number). SLLs as well as OFLs. ministrative burdens in determining the
A public hearing was held on Februaryproper amount of a selling group’s COFL
SUPPLEMENTARY INFORMATION: 17, 1999, and two written commentsaccount to be apportioned to a departing

September 7, 1999 338 1999-36 I.R.B.



member at the time a member is acquiretould be allocated to a departing membagle, of the acceleration rule under
Treasury and the IRS recognize that théhat has foreign assets but that does n81.1502-13(d)).
asset-based method may result in greatlave a notional account. Treasury and the After full consideration of all questions
uncertainty under certain circumstancesRS are not convinced that it would beand comments, the proposed regulations
It is anticipated that a taxpayer acquiringnore equitable for the group to bear theublished in thé-ederal Registeron De-
a member of a consolidated group malpurden of the COFL account under theseember 29, 1998 (REG-106902-98, 63
address any uncertainties as to the propeircumstances. F.R. 71589) are adopted by this Treasury
allocation of a COFL account by entering A question has been raised regardingecision without substantive amendment.
into a tax indemnity or similar agreementwhether the asset-based method for allo- |
It is also noted that, even under the nazating COFL accounts to a departingSpeCIaI Analyses
tional account method, a COFL accounmember also applies to an affiliated group |t has been determined that this regula-
apportioned to a departing member carthat does not file a consolidated returnjon is not a significant regulatory action
not be determined with certainty at thdBecause the interest expense allocatiags defined in Executive Order 12866.
time of the acquisition because the apporules apply to affiliated groups, theserherefore, a regulatory impact analysis is
tionment is made at the end of the taxableiles can result under certain circumnot required. It is hereby certified that
year during which the member departs thetances in the creation of OFL accounts ithese regulations will not have a signifi-
group. Treasury and the IRS recognizenembers with no foreign assets. Sectiogant economic impact on a substantial
that the new rules may result in an in904(i) is an anti-abuse rule intended tgqumber of small entities. This certifica-
creased burden for certain taxpayers, bprevent an affiliated group from circum-tion is based on the fact that these regula-
have concluded that the possibility of aventing the consolidated return rules t@ons principally affect corporations filing
increased burden is not sufficient to waravoid the foreign tax credit limitation pro-consolidated federal income tax returns
rant the retention of the notional accountisions. Under §1.904(i)-1, each membethat have overall foreign losses or sepa-
method in light of severe distortions creof an affiliated group determines its taxrate limitation losses. Available data indi-
ated by the interaction of the notional acable income for each separate limitatiogates that many consolidated return filers
count method and the interest expense akcome category under section 904(d) andre large companies (not small busi-
location provisions. then combines those amounts to detenesses). In addition, the data indicates
Another commentator requested a trarmine one amount of income for the grouphat an insubstantial number of consoli-
sition rule under which the notional acin each income category. The consolidated return filers that are smaller compa-
count method would continue to apply talated return regulations that apply thaies have overall foreign losses or sepa-
a group’s existing COFL account thatprinciples of sections 904(f) andrate limitation losses. Therefore, a
would not be a part of the group’s accour207(c)(4) will then be applied to the com-Regulatory Flexibility Analysis under the
had the asset-based allocation methddned amounts in each separate categoRegulatory Flexibility Act (5 U.S.C.
been in effect in prior years. The comas if all affiliates were members of a sinehapter 6) is not required. Pursuant to
mentator argued that a transition rule igle consolidated group. By reason of theection 7805(f) of the Internal Revenue
necessary because taxpayers can be aéction 904(i) regulations, the asset-basetbde, the notice of proposed rulemaking
versely affected by the transition from thamethod for allocating the appropriate porpreceding this regulation was submitted
old rules to the new rules. tion of a group’s COFL account to a deto the Chief Counsel for Advocacy of the
The final regulations do not adopt thigparting member applies to an affiliatedSmall Business Administration for com-
transition rule because of administrativgiroup of corporations that does not file rement on its impact on small businesses.
and equity concerns. The rule would b&urns on a consolidated basis.
difficult to administer because a taxpayer A question has also been raised as
would be required to ascertain asset valhether the tax book value of assets _is af- the principal author of this regulation
ues of all members that departed thfected for purposes of COFL apportionig 1yina Dang of the Office of Associate
group (on the date that the member denent if a member’s departure from g iof counsel (International), IRS. How-
parted) going back a number of years igroup causes the group to take into aGver, other personnel from the IRS and
order to apply the asset-based allocatiozpunt in computing consolidated taxablq—reasury Department participated in their
method. Additionally, keeping track ofincome gain or loss on assets tranSferr%velopment.
the grandfathered account on a prospemt intercompany transactions. To prevent
tive basis and distinguishing it from non-apportionment of a disproportionate
grandfathered accounts could add signifamount of the COFL account to a departAdoption of Amendments to the
cant complexity. ing member, 81.1502-9(c)(2)(ii) of theReguIations
Furthermore, it is not clear whether thdinal regulations clarifies that the compu-
commentator’s suggested transition ruléation of the tax book value of assets for Accordingly, 26 CFR Parts 1 and 602
generally produces equitable resultspurposes of such apportionment shall bare amended as follows:
Under the suggested transition rule, ndetermined without regard to previously
portion of the group’s COFL account thadeferred gain or loss that is taken into acF-)ART 1—INCOME TAXES
would not be a part of the group’s accountount as a result of the member’s depar- Paragraph 1. The authority citation for
had the new rules applied in earlier yearsire from the group (because, for exanmpart 1 is amended by removing the entry

fgrafting Information

* *x *x *x %
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for 81.1502-9T and by adding entries iryears for which the due date of the infeturn years beginning before January 1,
numerical order to read in part as followscome tax return (without extensions) is 01998. To make this election, a consoli-

Authority: 26 U.S.C. 7805 * * * or before August 11, 1999. dated group must write “Election Pur-
Section 1.1502-9 also issued under 26 (2) In general* * * suant to Notice 98-40" across the top of
U.S.C. 1502. * * * (b) *** page 1 of an original or amended tax re-
Section 1.1502-9A also issued under 26 (1) *** turn for each consolidated return year
U.S.C. 1502. * * * (v) Special effective date for SRLY limsubject to the election. For the first con-

Par. 2. In 81.1502-3T, paragraphtation. Except as provided in paragraptsolidated return year to which the overall
(c)(4), the first sentence is amended by rgb)(1)(vi) of this section, paragraphsforeign loss provisions of paragraph
moving the language “1.1502-9T(b)+(b)(1)(iii) and (iv) of this section apply (b)(1)(v) of this section apply (i.e., the
(1)(v)” and adding “1.1502-9A(b)(1)(v)" only to consolidated return years foffirst year beginning on or after January 1,
in its place, and revising the last sentenaghich the due date of the income tax ret998), such consolidated group must
to read as follows: turn (without extensions) is on or beforevrite “Notice 98-40 Election in Effect in
. . March 13, 1998. For consolidated returfPrior Years” across the top of page 1 of
Erlééicztzeﬁgofgrr;o“dated investment years for which the due date of the inthe consolidated tax return for that year.
come tax return (without extensions) ifor purposes of applying paragraph

* ok ok x % after March 13, 1998, the rules of para¢b)(1)(ii) of this section with respect to
s graph (b)(1)(ii) of this section shall applysuch year, any member with a balance in

©) . to overall foreign losses from separate rean overall foreign loss account from a

(4) ** * However, a consolidated v, years that are separate return limitaseparate return limitation year on the first
group making 1he Siection provided Mion years. For purposes of applyingiay of such year shall be treated as join-
81. ~9AD)(1)(vi) (electing ot 10 yaagraph (b)(1)(ii) of this section in suching the group on such first day.

apply 81.1502-9A(b)(1)(v) to years be'years, the group treats a member with a

ginning before January 1, 1998) may NeVi,|4nc6 in an overall foreign loss account reroex

ertheless choose to apply all such parg; ., a se LS
parate return limitation year on o
graphs other than 81.1502-9A(b)(1)(V}g first day of the first consolidated re- Par. 6. New §1.1502-9 is added to read

. . as follows:
for all relevant years. turn year for which the due date of the in-

X ok % % come tax return (without extensions) i$1.1502—-9 Consolidated overall foreign
after March 13, 1998, as a corporatiofpsses and separate limitation losses.
Par. 3. Immediately following joining the group on such first day. An
§1.1504-4 an undesignated center heagdverall foreign loss that is part of a net op- (&) In general. This section provides
ing is added to read as follows: erating loss or net capital loss Carryoveﬁules for applying section 904(f) (includ-
REGULATIONS APPLICABLE FOR from a separate return limitation year of &9 its definitions and nomenclature) to a
TAX YEARS FOR WHICH A RE- member that is absorbed in a consolidat€gfoup and its members. Generally, sec-
TURN IS DUE ON OR BEFORE AU- return year for which the due date of théion 904(f) concerns rules relating to
GUST 11, 1999 income tax return (without extensions) i®verall foreign losses (OFLs) and sepa-
Par. 4. Section 1.1502-9 is redesigafter March 13, 1998, shall be added tfate limitation losses (SLLs) and the con-
nated as §1.1502-9A and transferreghe appropriate consolidated overall forsequences of such losses. As provided in
under the new undesignated center heagign loss account in the year that it is atsection 904(f)(5), losses are computed

ing set out in Par. 3. above. sorbed. For consolidated return years f&eparately in each category of income de-
Par. 5. Newly designated §1.1502—-9Awhich the due date of the income tax rescribed in section 904(d)(1) (basket).
is amended by: turn (without extensions) is after MarchParagraph (b) of this section defines terms
1. Revising the section heading. 13, 1998, similar principles apply to over-and provides computational and account-

2. Redesignating the paragraph heading)| foreign losses when there has beenieg rules, including rules regarding recap-
and text of paragraph (a) as the paragrap@ynsolidated return change of ownershifure. Paragraph (c) of this section pro-
heading and text of paragraph (a)(2).  (regardless of when the change of ownerides rules that apply to OFLs and SLLs

3. Adding a new paragraph heading foghip occurred). See also §1.1502-3T(cwhen a member becomes or ceases to be a
paragraph (a), and new paragraphs (a)(¥h) for an optional effective date rulemember of a group. Paragraph (d) of this

(b)(1)(v) and (b)(1)(vi). (generally making this paragraphsection provides a predecessor and suc-
The revisions and additions read as fOI(b)(l)(v) applicable to a consolidated recessor rule. Paragraph (e) of this section

lows: turn year beginning after December 31provides effective dates.

§1.1502—9A Application of overall 1996, if_ the due datg of the income tax re- (b) Consolidated qpplicati'on of section

foreign loss recapture rules to turn (without extensions) for such year i904(f). A group applies section 904(f) for

corporations filing consolidated returns on or beforel March 13, 1998).. _ a_consolldate-d returq year in accordgnce

due on or before August 11, 1999. (vi) Election to defer application of with that section, subject to the following

special effective dateA consolidated rules:
(a) Scope—(1) Effective date.This group may elect not to apply paragraph (1) Computation of CSLI or CSLL and
section applies only to consolidated returfb)(1)(v) of this section to consolidatedconsolidated U.S. source income or loss.
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The group computes its consolidated sepion 904(f)(3) and (5)(F)) to take into ac-COFL account is $60. (The COFL account was re-
arate limitation income (CSLI) or consoli-count any intercompany items resultingffuc‘?d between Year 1 and Year 4 due to unrelated
dated separate limitation loss (CSLL) fofrom the disposition, based on the COFIQ?LTJ'S?'SOWCE Income taken into account by the

each basket under the principles obr CSLL account existing at the end of the (i\,)' In Year 4, S's $150 intercompany gain and
§1.1502-11 by aggregating each menconsolidated return year during which the's $50 corresponding gain are taken into account to
ber’s foreign-source taxable income ogroup takes the intercompany items intgroduce the same effect on consolidated taxable in-
loss in such basket computed under theccount. come as if S and B were divisions of e’1 single corpo-
principles of §1._1502—1_2, and taking into .(ii) Ex.am'plg. Paragraph (b)(5)(i) pf ;?;Onndinzega%'E?gcﬂfg'ctg:zszusnjz? :;;?m

account the foreign portion of the consolithis section is illustrated by the followinggoa(f)(3). If S and B were divisions of a single cor-
dated items described in §1.1502-11(apxamples. The identity of the parties angoration and the intercompany sale were a transfer
(2) through (8) for such basket. Thehe basic assumptions set forth ir*getween t:e divisions, Bdwouldldsicceeito S'Sf$100
roup computes its consolidated U.S.§1. - i basis in the property and would have $200 of gain
gourcl;oe taxagle income or loss under Simillei ngcti(tczl(s?)(tlt)\e?\?v?sz ts(:attzz eaxsasrLTrfﬁo of which would be recharacterized under sec-
Al : . ’ ioh 904(f)(3)), instead of a $50 gain. Consequently,

lar principles. further that the consolidated group recogs's $150 intercompany gain and B's $50 corre-
(2) Netting CSLLs, CSLlIs, and consolinizes no foreign-source income other thasponding gain are taken into account, and $10 of S's
dated U.S. source taxable income or losas a result of the transactions describeggin is recharacterized under_section 904(f)(3) as
The group applies section 904(f)(5) to deThe examples are as follows: U.S. source to reflect the $10 difference between B’s

: ) 50 recharacterized gain and the $60 ted
(NS 1 GHEnt t WhGh & COLL0r 8 o 350 sacerind g and o 31 ecomi
basket reduces CSLI for another basket gr EX@mPle 1. () On June 10, Year 1, S transfers

. . nondepreciable property with a basis of $100 and a . .
consolidated U.S.-source taxable iNCOME&qi; market value of $250 to B in a transaction to (C) BECOMINg or ceasing to be a mem-

(3) CSLL and COFL accountsTo the which section 351 applies. The property was prdder of a group—(1) Adding separate ac-
extent provided in section 904(f), thedominantly used without the United States in a tradgounts on becoming a membekt the
amount by which a CSLL for a basket (thér business, within the meaning of section 904()(3kime that a corporation becomes a mem-
loss basket) reduces CSLI for another bag continues to use the property without the Uniteg . ¢ 5 group (a new member), the group

. . tates. Th h FL tin the rele- .
ket (the income basket) shall result in the ales. The Group has a SOEL accolint ™ the regldds to the balance of its COFL or CSLL

) o ant loss basket of $120 as of December 31, Year £
creation of (or addition to) a CSLL ac- i Because the contribution from S to B is an indccount the balance of the new member’s
count for the loss basket with respect t@rcompany transaction, section 904(f)(3) does na@orresponding OFL account or SLL ac-
the income basket. Likewise, the amourfPply to resultin any gain recognition in Year 1. Segount. A new member’s OFL account
by which a CSLL for a loss basket reduce%are_‘.greg’h ®)E)0) Oftg's section. be SOrresponds to a COFL account if the ac-
consolidated U.S.-source income will crane(r'T']'k))er zfiﬁzug?x; ’BZistt ISB ;ga:cisrggogiiiount is for the same loss basket. A new
ate (or add to) a consolidated overall forgain in Year 1 under section 351, no gain is takef€mber’s SLL account corresponds to a
eign loss account (a COFL account). into account in Year 4 under §1.1502-13(d). Thu€CSLL account if the account is for the
(4) Recapture of COFL and CSLL ac-no portion of the group’s COFL account is recapsame loss basket and with respect to the
counts. In the case of a COFL accountured in Year 4. For rules requiring apportionmenga me income basket. If the group does
for a loss basket, section 904(f)(1) and (Eéiazr? (()S'(Zr)‘ ;ft;?:sigizlr‘].accoum 1o B, see parag ot have a COFL or CSLL account corre-
recharacterizes some or all of the foreign- gyample 2.(i) The facts are the same as in paraSPoONding to the new member’s account, it
source income in the loss basket as U.Syraph (i) ofExample 1.0n January 10, Year 4, B creates a COFL or CSLL account with a
source income. In the case of a CSLL aeells the property to X for $300. As of Decembebalance equal to the balance of the mem-
count for a loss basket with respect to apl Year 4, the group’s COFL account is $40. (Thger's account.
income basket, section 904(f)(5)(C) an@i’rz; Zzgig”l}n‘ﬁ;égC:srceeigniegmizr;ng;reltaakzg (2) Apportionment of consolidated ac-
(F) recharacterizes some or all of the forz, account by the group.) count to departing membex(i) In gen-
eign-source income in the loss basket as i) B takes into account gain of $200 in Year 4€ral. A group apportions to a member
foreign-source income in the income basFhe $40 COFL account in Year 4 recharacterizethat ceases to be a member (a departing
ket. The COFL account or CSLL accounf40 of the gain as U.S. source. See sectiohember) a portion of each COFL and
is reduced to the extent amounts ar%o‘:'z(f)w)'l 2.0 On June 10. Year 1. S sell d CSLL account as of the end of the year
recharacterized with respect to sucgrec?;t;?ep sroggnynwiltjr?ea bésizagf élosoeasnzog fz}pluring which the member ceases to be a
account. market value of $250 to B for $250 cash. The prophiember and after the group makes the ad-
(5) Intercompany transactionrs(i) erty was predominantly used without the Unitedditions or reductions to such account re-
Nonapplication of section 904(f) disposi-States in a trade or business, within the meaning gfuired under paragraphs (b)(3), (b)(4) and
tion rules. Neither section 904(f)(3) (in Section 904(N(3). The group has a COFL account in) 1) of this section (other than an addi-
he relevant loss basket of $120 as of December 3 . .
the case of a COFL account) nor (5)(F)ear1 B predominately uses the property in atraa&bn under paragraph (c)(1) of this section
(in the case of a CSLL account) applies &} husiness without the United States. attributable to a member becoming a
the time of a disposition that is an inter- (i) Because the sale is an intercompany transathember after the departing member
company transaction to which §1.15021ion, section 904(f)(3) does not require the group tgeases to be a member). The group com-
13 applies. Instead, section 904(f)(3) antdke into account any gain in Year 1. Thus, undey;tes such portion under paragraph
(5)(F) applies only at such time and onlygsﬁ?sﬂzt(zéi)c(gd?; :Z;s]?ctlon, the COFL &c)(2)(ii) of this section, as limited by
to the extent that the group is required i on January 10, Year 4, B sells the property tdaragraph (c)(2)(iii) of this section. The

under 81.1502-13 (without regard to secx for $300. As of December 31, Year 4, the group'sleparting member carries such portion to
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its first separate return year after it ceaselat is taken into account by the group agroup’s foreign assets in each such loss
to be a member. Also, the group reduces result of the transaction in which théasket. The common parent must also
each account by such portion and carrieeember ceases to be a member. The dsrnish a copy of the statement to the de-
such reduced amount to its first consolisets should be valued at the time thparting member.
dated return year beginning after the yeanember ceases to be a member, but val-(v) Anti-abuse rule. If a corporation
in which the member ceases to be a memes on other dates may be used unless thiscomes a member and ceases to be a
ber. If two or more members cease to bereates substantial distortions. For exanmember, and a principal purpose of the
members in the same year, the grouple, if a member ceases to be a member dorporation becoming and ceasing to be a
computes the portion allocable to eacthe middle of the group’s consolidated remember is to transfer the corporation’s
such member (and reduces its accounts byrn year, an average of the values of a®FL account or SLL account to the group
such portion) in the order that the memsets at the beginning and end of the year to transfer the group’s COFL or CSLL
bers cease to be members. (as provided in 81.861-9T(g)(2)) may beaccount to the corporation, appropriate
(ii) Departing member’s portion of used or, if a member ceases to be a merdjustments will be made to eliminate the
group’s account. A departing member’s ber in the early part of the group’s consolbenefit of such a transfer of accounts.
portion of a group’s COFL or CSLL ac-idated return year, values at the beginningimilarly, if any member acquires assets
count for a loss basket is computed based the year may be used, unless this crer disposes of assets (including a transfer
upon the member’s share of the group’ates substantial distortions. of assets between members of the group
assets that generate income subject to re-(iii) Limitation on member’s portion for and the departing member) with a princi-
capture at the time that the member ceasgmoups using tax book value methdfla pal purpose of affecting the apportion-
to be a member. Under the characterizgroup uses the tax book value method ehent of accounts under paragraph
tion principles of §81.861-9T(g)(3) andvaluing assets for purposes of paragraple)(2)(i) of this section, appropriate ad-
1.861-12T, the group identifies the assetg)(2)(ii) of this section and the aggregatgustments will be made to eliminate the
of the departing member and the remairef a member’s portions of COFL andbenefit of such acquisition or disposition.
ing members that generate foreign-sourd8SLL accounts for a loss basket (with re- (vi) Examples. The following exam-
income (foreign assets) in each baskespect to one or more income baskets) dples illustrate this paragraph (c):
The_assets are characterized based uptmmlned under paragraph (c)(2)(ii) of this Example 1. (i) On November 6, Year 1, S, a
the income that the assets are reasonalsigction exceeds 150 percent of the actudlper of the P group, a consolidated group with a
expected to generate after the membéair market value of the member’s foreigrtalendar consolidated return year, ceases to be a
ceases to be a member. The membeEssets in the loss basket, the membemgmber of the group. On December 31, Year 1, the
portion of a group’s COFL or CSLL ac-portion of the COFL or CSLL accountsP group has a $40 COFL account for the general
jmitation basket, a $20 CSLL account for the gen-

count for a loss basket is the group’$or the loss basket shall be reduced (prtj.i—ral limitation basket (i.e.. the 10ss basket) with re-

COFL or CSLL account, respectively,portionately, in the case of multiple 8Cxpect to the passive basket (i.e., the income basket),
multiplied by a fraction, the numerator ofcounts) by such excess. This rule doegd a $10 CSLL account for the shipping income
which is the value of the member’s fornot apply if the departing member and akasket (i.e., the loss basket) with respect to the pas-
eign assets for the loss basket and the dether members that cease to be membeyge basket (i.e., the income basket). No member of
nominator of which is the value of the for-as part of the same transaction own all (¢®_9roup has foreign-source income or loss in Year
. . . . . . . The group apportions its interest expense accord-
eign assets of the group (including theubstantially all) the foreign assets in the,g g the tax book value method.
departing member) for the loss basketoss basket. (i) On November 6, Year 1, the group identifies
The value of the foreign assets is deter- (iv) Determination of values of foreignS's assets and its own assets (including S's assets)
mined under the asset valuation rules afssets binding on departing memb&he expected to produce foreign general limitation in-
§1.861-9T(g)(1) and (2) using either taxgroup’s determination of the value of the®me: Use of end-of-the-year values will not create
. , , . Substantial distortions in determining the relative
book value or fair market value under thenember’s and the group’s foreign assetgyes of S's and the group’s relevant assets on No-
method chosen by the group for purposdsr a loss basket is binding on the memyember 6, Year 1. The group determines that S's rel-
of interest apportionment as provided ifber, unless the Commissioner concludesant assets have a tax book value of $2,000 and a
§1.861-9T(g)(1)(ii). For purposes of thighat the determination is not appropriaté?‘irtmafke: Vf(%'“‘”-l 0(;.552,2590- Als?,)tf;]e groupt’s rilE- )
T . ant assets (Incluain S assets ave a tax pboo
paragrap.h (.c)(2)(||), §1.861—9T(g)(2)(|v)The common parent of the group must at/’—alue of $8,000. On ?\lovember 6 Year 1. S has no
(assets in intercompany transactionspch a statement to the return for the taXgsers expected to produce foreign shipping income.
shall apply, but §1.861-9T(g)(2)(iii) (ad-able year that the departing member i) Under paragraph (c)(2)(i) of this section, S
justments for directly allocated interesteases to be a member of the group thakes a $10 COFL account for the general limitation
shall not apply. If the group uses the tagets forth the name and taxpayer identiffasket ($40x $2000/$8000) and a $5 CSLL ac-
book value method, the member’s poreation number of the departing membefPunt for the general limitation basket with respect
. tb the passive basket ($20$2000/$8000). S does
tions of COFL and CSLL accounts arehe amount of each COFL or CSLL for,q take any portion of the shipping income basket
limited by paragraph (c)(2)(iii) of this each loss basket that is apportioned to thEsLL account. The limitation described in para-
section. In addition, for purposes of thigleparting member under this paragrapdraph (c)(2)(ii) of this section does not apply be-
paragraph (c)(2)(ii), the tax book value ofc)(2), the method used to determine theause the aggregate of the COFL and CSLL ac-
assets transferred in intercompany transalue of the member’s and the group’§°UMs for the general limitation basket that are
. ) ) . . apportioned to S ($15) is less than 150 percent of the
actions shall be determined without reforeign assets in each such loss bask%&uw fair market value of S's general limitation for-

gard to previously deferred gain or lossind the value of the member’s and theign assets ($2,200 150%).
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Example 2. (i) Assume the same facts asBr- group before January 28, 1999 (and re- Robert E. Wenzel,

amfl'_e ?tﬁifcepft that the fai: ",‘ar;ft Va"f’?\l"f S’St?e”gjuces its consolidated account by such Deputy Commissioner of
\e(‘;zr';ma'on Orelgn assets Is 34 as of November apportioned amount) before applying Internal Revenue.

(i) Under paragraph (c)(2)(iii) of this section, S'sParagraph (c)(2) of this section to mem-
COFL and CSLL accounts for the general limitatiorbers that cease to be members on or afi@pproved July 16, 1999.
basket must be reduced by $9, which is the excess @anuary 28, 1999.

$15 (the aggregate amount of the accounts appor- Donald C. Lubick,
tioned under paragraph (c)(2)(ii) of this section)§1.1502—-9T [Removed] Assistant Secretary of
over $6 (150 percent of the $4 actual fair market the Treasury.
value of S’s general limitation foreign assets). S Par. 7. Section 1.1502-9T is removed.

thgs takes a $4 COFL account for the general limi- (Filed by the Office of the Federal Register on Au-
tation basket (310 — (38 $10/$15)) and a $2 CSLL PART 602—OMB CONTROL gust 10, 1999, 8:45 a.m., and published in the issue
account for the general limitation basket with reyyMBERS UNDER THE of the Federal Register for August 11, 1999, 64 F.R.
spect to the passive basket ($5 — ¥$$5/$15)). PAPERWORK REDUCTION ACT 43613)

(d) Predecessor and successArefer-

ence 1o a member includes. as the conte Par. 8. The authority citation for part
. ’ 2 continues to read as follows: i ;
may require, a reference to a predecessor Section 7520.—Valuation Tables

Authority: 26 U.S.C. 7805.
or successor of the member. See §1'1502'Par 9. In 8602.101, paragraph (b) is The adjusted applicable federal short-term, mid-

1(f) Effective datesThi i i amended in the table by removing the cuterm, and long-term rates are set forth for the month
(e) Effective datesThis section applies rent entry for 1.1502-9 and adding nedf September 1999. See Rev. Rul. 99-37, page 336.

;O CodnStO“dfttEd return ytears ftor Wh'c_:]hth ntries for 1.1502-9 and 1.1502-9A to
ue date of the income tax return (withou ead as follows:

extensions) is after August 11, 1999. Section 7872.—Treatment of
However, paragraph (b)(5) of this sectior§602.101 OMB Control numbers. Loans With Below-Market
(intercompany transactions) is not applic- Interest Rates

able for intercompany transactions that e

occur before January 28, 1999. A group (b) * * * The adjusted applicable federal short-term, mid-
applies the principles of §1.1502-9A(e) term, and long-term rates are set forth for the month
to a disposition which is an intercompan)(;FR part or section Current OMB of September 1999. See Rev. Rul. 99-37, page 336.
transaction to which §1.1502-13 appliegnere identified control No.

and that occurs before January 28, 19994 described

Also, paragraph (c)(2) of this section (ap-

portionment of consolidated account to * ok x %k

departing member) is not applicable for

members ceasing to be members of B1502-9 ............... 1545-1634
group before January 28, 1999. A group
applies the principles of §1.1502—-9A
(rather than paragraph (c)(2) of this secp 1502_9A .............. 1545-0121
tion) to determine the amount of a consol-

idated account that is apportioned to a Foxow R

member that ceases to be a member of the
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Part lll. Administrative, Procedural, and Miscellaneous

Rule to be Included in Final regulations providing the extent to whichand (F) of the Code. This may be illus-
Regulations Under Section nonrecognition provisions apply to transtrated by two examples. In both exam-
897(e) of the Code fers of U.S. real property interests. ples, the corporation, the stock of which
Pursuant to the regulatory authoritywas received in the exchange, is not a
Notice 99-43 under section 897(e)(2), Temp. RegU.S. real property holding corporation

) . _ 81.897-6T(a)(1) provides that, subject timmediately after the exchange, but was a
This notice announces a modificationsertain exceptions, any nonrecognitionu.S. real property holding corporation
of the current rules under Temp. Regproyision shall apply to a transfer by awithin the period provided in section
§1.897-6T(a)(1) regarding transfers, Xreign person of a U.S. real property in897(c)(1)(A)(ii) (the shorter of five years
changes, and other dispositions of U.Serest on which gain is realized only to ther the taxpayer’s holding period prior to
real property interests in nonrecognitiofextent that the transferred U.S. real propthe exchange).
transactions occurring after June 18grty interest is exchanged for a U.S. real In example one, a domestic corporation
1980. The new rule will be included inproperty interest which, immediately fol-engages in a recapitalization, whereby
regulatlons finalizing the temporary régUiowing the exchange, would be subject tane share of common stock is issued in
lations. U.S. taxation upon its disposition (and thexchange for two outstanding shares of
SECTION |. BACKGROUND transferor complies with the filing re-the existing common stock (in what is
quirement of Temp. Reg. §1.897-5). Iommonly referred to as a “reverse stock
Section 897(a) of the Code provide¢he case of an exchange of a U.S. regplit”), pursuant to a section 354(a) ex-
generally that the disposition of a U.Sproperty interest for stock in a domestiehange in a section 368(a)(1)(E) reorgani-
real property interest by a nonresidergorporation (that is otherwise treated as gation. The shares received in the ex-
alien individual or a foreign corporation isU.S. real property interest), such stockhange are substantially identical to the
taxable as effectively connected incomé&hall not be considered a U.S. real progshares exchanged therefor, possessing (in
under section 871(b)(1) or sectiorerty interest unless the domestic corporahe aggregate and with respect to any
882(a)(1), respectively, as if the taxpayelion is a U.S. real property holding corpoother outstanding stock of the corpora-
was engaged in a trade or business withligtion immediately after the exchangetion) the same dividend rights, voting
the United States and the gain or loss wddus, if an interest in a U.S. real propertyower, liquidation preference (if any),
effectively connected with the trade oholding corporation is exchanged in &onvertibility and other legal and eco-
business. nonrecognition transaction for stock of &yomic entitlements as the shares ex-
Section 897(c)(1) of the Code defines 8lomestic corporation, that is not a U.Schanged, and do not contain any addi-
U.S. real property interest as including afeal property holding corporation imme-ional rights or obligations.
interest (other than an interest solely as@ately after the exchange, the exchange |n example two, a domestic corporation
creditor) in any domestic corporation, unWould be taxable under section 897.  changes its state of incorporation from
less the taxpayer establishes that such cor-Under Temp. Reg. §1.897-6T(a)(2), &tate A to State B, pursuant to a state law
poration was at no time a U.S. real prop2onrecognition provision for purposes ofnerger of the corporation into a corpora-
erty holding corporation during thesection 897(e) is any provision of th&jon newly incorporated in State B solely
shorter of the period the taxpayer hel@ode which provides that gain or loss ig facilitate the transaction, and which is
such interest or the 5-year period endingOt recognized if the requirements of thaghe survivor in the merger. In the merger,
on the date of the disposition of such inProvision are met. Thus, section 897(e3tock of the merged corporation is ex-
terest. Under section 897(c)(2), a U.s2pplies only to an exchange that receiveshanged for stock in the surviving corpo-
real property holding corporation is dellonrecognition treatment pursuant to antion, possessing (in the aggregate and
fined as any corporation if the fair markePther provision of the Code and does ngfjth respect to any other outstanding
value of its U.S. real property interest§reate (or expand) a nonrecognition prastock of the corporation) substantially

equals or exceeds 50-percent of the su#sSIon. identical dividend rights, voting power,
of (i) its U.S. real property interests, (ii)SECTION II. EINALIZATION OF liquidation preference (if any), convert-
its real property interests located outsid$EMP_ REG. §1.897—6T(a)(1) ibility and other legal and economic enti-
the United States, and (iii) any of its other tlements as the shares exchanged, and
assets used or held for use in a trade orlt is recognized that the requirement irloes not contain any additional rights or
business. Temp. Reg. 81.897-6T(a)(1), providingobligations. The reincorporation qualifies

Section 897(e)(1) of the Code provideshat the corporation whose stock is reas a reorganization under section
generally that a nonrecognition provisiorceived in a nonrecognition exchange must68(a)(1)(F).
applies only in the case of an exchange @fe a U.S. real property holding corpora- Under Temp. Reg. §1.897-6T(a)(1),
a U.S. real property interest for an intereston immediately after the exchange, mayhe exchange of stock in both examples
the sale of which would be taxable undenot be appropriate for stock exchangewould be taxable to foreign shareholders
Chapter 1 of the Code. Under sectionnder section 354(a) in certain reorganbecause, with respect to the interests ex-
897(e)(2), the Secretary may prescribeations described in sections 368(a)(1)(Ehanged, the domestic corporation whose
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stock is received is not a U.S. real properthe meaning of section 368(a)(1)(E), anéT(a)(1) and 1.897-5T(d)(1)(iii), Treas.
holding corporation immediately after thethe corporation ceased to be a U.S. reReg. §1.1445-2(d)(2)(i)(A) and Temp.
exchange. Accordingly, when the finalproperty holding corporation two yearsReg. §1.1445-9T. This information will
regulations under section 897(e) are igrior to the exchange, the sale of the stodke used to obtain exemptions from tax
sued, the regulations will include an excedy the foreign person two years after thender certain nonrecognition transactions
tion that will provide that a foreign tax- exchange will constitute the disposition ofind to satisfy reporting requirements re-
payer will not recognize gain under sectioa U.S. real property interest that is subjegtarding these nonrecognition transac-
1.897-6T(a)(1) (as finalized) for a stocko tax under section 897(a). If the samions. This information will be used by
exchange under section 354(a) in certainterest were to be sold by the foreign pethe Internal Revenue Service to verify
reorganizations described in sectioison four years after the exchange, the salhether a taxpayer is entitled to exemp-
368(a)(1)(E) or (F). The exception willwould not be subject to tax under sectiotion from tax under a nonrecognition
apply where the taxpayer receives stock i897(a), because the interest would ndtansaction. The likely respondents are
the corporation that is substantially identihave been a U.S. real property interest. individuals, corporations, and business or
cal to the shares exchanged, possessing $ch case, the interest would not havether for-profit institutions.

the aggregate and with respect to any otheeen an interest in a domestic corporation The estimated total annual reporting
outstanding stock of the corporation) théhat was a U.S. real property holding corburden is 200 hours. The estimated an-
same dividend rights, voting power, liqui-poration during the period specified imual burden per respondent is 2 hours.
dation preferences (if any), and convertsection 897(c)(1)(A)(ii). The estimated number of respondents is
ibility as the shares exchanged without any The rule described in this notice is ef100. The estimated frequency of re-
additional rights or obligations. fective for transfers occurring on or afteisponses is on occasion.

The final regulations will provide, for September 6, 1999 (the date of publica- Books or records relating to a collec-
purposes of section 897(a) and (e), thdion of this notice), although a taxpayetion of information must be retained as
stock received in a section 368(a)(1)(E) omay elect to apply the rule of this noticdong as their contents may become mater-
(F) reorganization qualifying for nonrecog-0 transfers occurring after June 18, 1980al in the administration of any internal

nition pursuant to section 354(a) under th revenue law. Generally, tax returns and

. . ECTION Ill. PAPERWORK . . . .
examples described above, constitutes trll-nggUCOTl ON ACT o tax r_eturn information are confidential, as
same interest in the corporation whose required by 26 U.S.C. 6103.

stock was exchanged for purposes of deter-The collections of information requiredsecTiON IV, DRAFTING

mining whether the interest received is @y this notice have been reviewed and aPNEORMATION

U.S. real property interest under sectioproved by the Office of Management and

897(c)(1)(A)(ii). Thus, the determinationBudget in accordance with the Paperwork The principal author of this notice is

of whether the interest received in such aReduction Act (44 U.S.C. 3507) undeiRobert Lorence of the Office of Associate

exchange is a U.S. real property interegfontrol number 1545-1660. Chief Counsel (International). For further

under section 897(c)(1)(A)(ii) will include  An agency may not conduct or sponsoiformation regarding this notice, contact

the period prior to the exchange. and a person is not required to respond t¥r. Lorence at (202) 622-3860 (not a toll-
For example, if a foreign person re-a collection of information unless the colfree call). Comments are requested re-

ceives substantially identical stock in dection of information displays a valid garding this Notice, including the applica-

section 354(a) exchange pursuant to th@MB control number. tion of the exception to be provided for in

recapitalization of a domestic corporation The collections of information requiredthe final regulations as described herein to

that qualifies as a reorganization withirby this notice are in Temp. Reg. 81.897-6ther nonrecognition transactions.
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Part IV. Items of General Interest

Notice of Proposed Rulemaking Richard Starke, (202) 622-7790 omake an election to treat a sale of stock as

and Notice of Public Hearing Stephen R. Wegener, (202) 622-753( sale of assets, to calculate and collect
concerning submissions of comments, thiéhe appropriate amount of tax in a deemed
Purchase Price Allocations in hearing, and/or to be placed on the buildsr actual asset acquisition, and to deter-
Deemed Actual Asset ing access list to attend the hearing, Guyine the bases of assets acquired in a
Acquisitions R. Traynor (202) 622-7180 (not toll-freedeemed or actual asset acquisition.
numbers). These collections of information are re-
REG-107069-97 quired to obtain a benefit. The likely re-

SUPPLEMENTARY INFORMATION:  spondents and/or recordkeepers are small

businesses or organizations, businesses,
or other for-profit institutions, and farms.
The collections of information con- The regulation provides that a section

tained in this notice of proposed rulemak338 election is made by filing Form 8023.
ing have been submitted to the Office of he burden for this requirement is re-
SUMMARY: This document contains Management and Budget for review in acflected in the burden of Form 8023. The
proposed regulations relating to the allocordance with the Paperwork Reductiofiegulation also provides that both a seller
cation of purchase price in deemed anfict of 1995 (44 U.S.C. 3507(d)). and a purchaser must each file an asset ac-
actual asset acquisitions. The proposed Comments on the collections of infor-quisition statement on Form 8594. The
regulations determine the amount realize@pation should be sent to ti@ffice of burden for this requirement is reflected in
and the amount of basis allocated to eadianagement and BudgetAttn: Desk the burden of Form 8594. The burden for
asset transferred in a deemed or actugfficer for the Department of the Treathe collection of information in
asset acquisition and affect transactiori@!ry, Office of Information and Regula-81.338-2(e)(4) is as follows:
reported on either Form 8023 or Fornfory Affairs, Washington, DC 20503, with Estimated total annual reporting/record-
8594. copies to thdnternal Revenue Service, keeping burden: 25 hours

Attn: IRS Reports Clearance Officer,Estimated average annual burden per re-
DATES: Written comments must be reOP:FS:FP, Washington, DC 20224. Comspondent/recordkeeper: 0.56 hours
ceived by September 20, 1999. Requestients on the collections of informationEstimated number of respondents/record-
to speak and outlines of topics to be disshould be received by October 12, 199%eepers: 45
cussed at the hearing scheduled for 1@omments are specifically requested coriestimated annual frequency of responses:
a.m., October 12, 1999, must be receivegerning: On occasion
by September 20, 1999. Whether the proposed collections of in- An agency may not conduct or sponsor,

formation are necessary for the propeand a person is not required to respond to,
ADDRESSES: Send submissions toperformance of the functions of the IRS@a collection of information unless it dis-
CC:DOM:CORP:R (REG-107069-97),including whether the collections will plays a valid control number assigned by
room 5226, Internal Revenue Servicehave a practical utility; the Office of Management and Budget.
POB 7604, Ben Franklin Station, WashThe accuracy of the estimated burden as- Books or records relating to a collec-
ington, DC 20044. Submissions may beociated with the proposed collections dfion of information must be retained as
hand delivered Monday through Fridayinformation (see below); long as their contents may become mater-
between the hours of 8 a.m. and 5 p.m. tdow the quality, utility, and clarity of the ial in the administration of any internal
CC:DOM:CORP:R (REG-107069-97),information to be collected may be enfevenue law. Generally, tax returns and
Courier’'s Desk, Internal Revenue Serhanced,; tax return information are confidential, as
vice, 1111 Constitution Avenue, NW,How the burden of complying with therequired by 26 U.S.C. 6103.
Washington, DC. Alternatively, taxpayergoroposed collections of information may
may submit comments electronically vidbe minimized, including through the ap-Background
the Internet by selecting the “Tax Regsplication of automated collection tech-a - gyolution of Code and Regulations.
option on the IRS Home Page, or by subdiques or other forms of information tech-
mitting comments directly to the IRS In-nology; and Section 338 was added to the Internal
ternet site at http://www.irs.ustreas.govEstimates of capital or start-up costs anBevenue Code of 1954 (Code) by section
tax_regs/regslist.html. The public hearcosts of operation, maintenance, and pue24(a) of the Tax Equity and Fiscal Re-
ing will be held in the NYU Classroom, chase of services to provide information.sponsibility Act of 1982, Public Law
Room 2615, Internal Revenue Building, The collections of information in these97-248 (96 Stat. 324), and amended by
1111 Constitution Avenue NW, Washing- Proposed regulations are in §81.338-2(d¥ection 306(a)(8) of the Technical Correc-
ton, DC. 1.338-2(e)(4), 1.338-5(d)(3), 1.338-tions Act of 1982, Public Law 97-448 (96

10(a)(4), 1.338(h)(10)-1(d)(2), andStat. 2365), and further amended by sec-
FOR FURTHER INFORMATION CON- 1.1060-1(e)(ii)(A) and (B). The collec-tion 712(k) of the Tax Reform Act of
TACT: Concerning the regulations,tions of information are necessary td984, Public Law 98-369 (98 Stat. 951).

AGENCY: Internal Revenue Service
(IRS), Treasury. Paperwork Reduction Act

ACTION: Notice of proposed rulemak-
ing and notice of public hearing.
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Section 338 replaces any nonstatutory Sections 1.338-1T, 1.338-2T, 1.338— Sections 338 and 1060 were amended
treatment of a stock purchase as an asgdf, 1.338-5T, and 1.338(h)(10)-1T werdoy section 11323 of the Omnibus Budget
purchase by allowing certain acquirinctamended by temporary regulations pubReconciliation Act of 1990, Public Law
corporations to elect to treat qualifyinglished as T.D. 8088 in tHeederal Regis- 101-508 (104 Stat. 1388-464). The
stock purchases as asset acquisitions. ter on May 16, 1986 (51 F.R. 17929amendments add certain reporting re-
General rules for making electiong1986-1 C.B. 103]). Sections 1.338—1Tguirements under sections 338 and 1060.
under section 338 were first issued ii1.338-3T, 1.338-4T, 1.338-5T, andn addition, a provision was added to sec-
temporary regulations 885f.338-1,1.338(h)(10)-1T were amended by temton 1060 under which parties are bound
5f.338-2, and 5f.338-3 published as T.Dporary regulations published as T.D. 809By written agreements as to allocations or
7942 in the~ederal Registeron February in the Federal Registeron July 1, 1986 fair market values. The legislative history
8, 1984 (49 F.R. 4722 [1984—1 C.B. 93])(51 F.R. 23741 [1986-2 C.B. 49]). Thandicates that the parties are so bound un-
Those rules were amended and redesitemporary regulations published on Julyess the parties can refute the agreement
nated as §81.338-1T, 1.338-2T, anil, 1986 also added §1.338(b)-4T. Theamder the standards set forth@ommis-
1.338-3T by temporary regulations pubregulations made miscellaneous confornsioner v. Danielson378 F.2d 771 (3d
lished as T.D. 7975 in tHeederal Regis- ing changes and transitional rules relatin@ir.), cert. denied, 389 U.S. 858 (1967)
ter on September 6, 1984 (49 F.R. 350860 making and filing section 338 (by presenting proof which in an action
[1984-2 C.B. 81)). elections. between the parties would be admissible
Treasury Decision 8021, published in Section 1060 was added by section 64tb alter that construction or to show its un-
the Federal Registeron April 25, 1985 of the Tax Reform Act of 1986, Publicenforceability because of mistake, undue
(50 F.R. 16402 [1985-1 C.B. 96]),Law 99-514 (100 Stat. 2282). Sectionnfluence, fraud, duress, etc.). See, H.R.
amended 881.338-1T and 1.338-2T ant060 requires both the buyer and th&/ays and Means Comm., 101st Cong., 2d
added 8§1.338-4T. These regulations praeller of a trade or business to allocat8ess. (Print No. 101-37, Oct. 15, 1990), at
vided guidance in a question and answeheir consideration paid or received to th&9 .
format, most notably in the areas of assetssets under the same residual methodTemporary regulations published as
and stock consistency requirements. prescribed by the section 338 regulationd..D. 8339 in theFederal Registeron
Temporary regulations published a®\lso as part of the 1986 act, miscellaMarch 15, 1991 (56 F.R. 11093 [1991-1
T.D. 8068 in theFederal Registeron neous changes were made to section 388B. 52]), added 81.338-6T. The March
January 8, 1986 (51 F.R. 741 [1986-by section 631, 1275, 1804(e), and 1899A5, 1991, temporary regulations provided
C.B. 165]), amended 881.338-1T and@l00 Stat. 2269, 2598, 2800, 2958). Theelief from situations in which a corpora-
1.338-4T. The temporary regulationghanges to section 338 were made to cotien making an election under section 338
published on January 8, 1986 also addddrm section 338 with the repeal of thecould be subjected to multiple taxation on
§1.338(h)(10)-1T to implement sectionGeneral Utilitiesdoctrine and to define athe same gain as a result of the 1986 re-
338(h)(10), under which a selling consoliqualified stock purchase by reference tpeal of theGeneral Utilitiesdoctrine.
dated group can elect to treat certain stodection 1504. On January 12, 1992, a notice of pro-
sales as asset sales. General guidance under section 106posed rulemaking (C0-111-90) under
Sections 1.338-1T and 1.338-4T weravas provided by 8§1.1060-1T, added bgection 338 was published in thederal
again amended by temporary regulationemporary regulations published as T.DRegister (57 F.R. 1409 [1992-1 C.B.
published as T.D. 8072 in theederal 8215 on July 18, 1986 (53 F.R. 27033.000]). The notice of proposed rulemak-
Register on January 29, 1986 (51 F.R[1988-2 C.B. 304]). These regulationsng contained proposed regulations to re-
3583 [1986-1 C.B. 111]). (Due to type-ncluded direction on the scope of sectioplace the question and answer asset and
setting errors, thé&ederal Registerre- 1060 and reiterated the four class residuatock consistency rules of §1.338-4T and
published T.D. 8072 in its entirety onmethod found in the section 338 regulathe rules relating to the international as-
March 28, 1986 (51 F.R. 10617)). Theions. pects of section 338 found in §1.338-5T.
temporary regulations published on Janu- Section 1060 was amended by sectiolm addition, the proposed rules restated
ary 29, 1986 also amended 81.338(h)(10:006(h) of the Technical and Miscellathe remainder of the temporary regula-
1T and added §81.338(b)—-1T, 1.338(b)neous Revenue Act of 1988, Public Lawions under section 338, except that only
2T, and 1.338(b)-3T. These regulation$00-647 (102 Stat. 3410). This amendninor conforming changes were made to
required the selling price and basis alloment requires the residual method to b881.338(b)-2T and 1.338(b)-3T.
cated to each asset to be determined liged in the case of a distribution of part- Section 1060 was again amended by
using a four class residual method. nership property or a transfer of an intersection 13261(e) of the Omnibus Budget
On February 12, 1986, temporary reguest in a partnership, but only in determinReconciliation Act of 1993, Public Law
lations published as T.D. 8074 in thed- ing the value of goodwill or going 103-66 (107 Stat. 539). This amendment
eral Register(51 F.R. 5163 [1986—1 C.B. concern value for purposes of applyingnade changes to section 1060 to conform
126]), amended 881.338-1T, 1.338-4Tsection 755. Miscellaneous changes wetbe rules for actual asset acquisitions to
and 1.338(h)(10)-1T and addedagain made to section 338 by sectionthe amortization of intangibles under sec-
81.338-5T. These regulations provided006(e)(20), 1012(bb)(5)(A), andtion 197. In addition, the legislative his-
guidance on international aspects of sed018(d)(9) of the 1988 act (102 Stattory to section 197 suggested that the
tion 338. 3403, 3535, 3581). residual method should be altered to ac-
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commodate section 197 intangibles (Seeorporation makes a section 338 electiomr to all the S corporation shareholders).
H.R. Rep. 111, 103d Cong., 1st Sess. 7@0e target is treated as if it (as old targeflhus, under section 338(h)(10), the sell-
(May 23, 1993 [1993-3 C.B. 336]). sold all of its assets at the close of the amg shareholders are not treated as selling

Sections 1.338-1T, 1.338-2T, 1.338-guisition date at fair market value in a sinstock but instead realize gain or loss, if
3T, 1.338-4T, 1.338-5T, 1.338(b)-1Tgle transaction and (as new target) puany, on the stock in the deemed liquida-
and 1.338(h)(10)-1T were revised and rechased all of the assets as of the beginnitign. §1.338(h)(10)-1(d)(2). Usually, a
placed by §81.338-1, 1.338-2, 1.338-3f day after the acquisition date. selling consolidated group or selling affil-
1.338-4, 1.338-5, 1.338(b)-1, and If a purchasing corporation acquires théte will recognize no stock gain or loss
1.338(h)(10)-1, respectively, by final regstock of a target corporation in a qualifiedbn the deemed liquidation under section
ulations published as T.D. 8515 in thetock purchase and makes a sectio382. S corporation shareholders will in-
Federal Registeron January 20, 1994 338(g) election (i.e., makes a general sectude their share of items of income, gain,
(59 F.R. 2958 [1994-1 C.B. 89]). Thetion 338 election, not a section 338(h)(10)oss, or deduction on the deemed asset
final regulations published on January 2(glection), old target’s gain or loss fromsale passed through to them under section
1994 (T.D. 8515) also removed 81.338the deemed asset sale is included in old366, increase or decrease their basis ac-
6T and added §1.338(i)-1. Also, a newarget’s final return unless old target is @ordingly under section 1367, and then
§1.338-4T was added by temporary regumember of a consolidated group or is an &cognize any remaining gain or loss in
lations published as T.D. 8516 on Januaryorporation. In the consolidated and $heir stock under section 331 (the overall
20, 1994 in thé=ederal Register(59 F.R. corporation cases, old target files a speciaffect of which is to recognize net gain or
2956 [1994-1 C.B. 119]). The temporaryinal return including only the items fromloss equal to the amount of built-in gain
regulations provided consistency rules aghe deemed asset sale. §1.338-1(e). dn loss in their S corporation stock imme-
plicable to certain cases involving conthe consolidated case, that return is comHately before the qualified stock pur-
trolled foreign corporations. solidated with neither the selling corporachase).

Treasury Decision 8626 amendedion’s nor the purchasing corporation’s In the case of a section 338(g) election,
§1.338-2 by final regulations publishectonsolidated group. In the S corporationld target’s total amount realized for the
in the Federal Registeron October 27, case, old target must file the special finassets it is deemed to sell (aggregate
1995 (60 F.R. 54942 [1995-2 C.B. 34])return as a C corporation. The sectiodeemed sale price or ADSP) is the sum of
providing rules governing the treatmenB3g(g) election (as opposed to a sectiofa) the purchasing corporation’s grossed-
of an intragroup merger following a quali-338(h)(10) election) generally does notip basis in recently purchased target
fied stock purchase of target stock when ghange the tax treatment of the sellingtock; (b) the liabilities of new target; and
section 338 election is not made for thehareholders—that is, they are still taxegt) other relevant items. This is the
target. on their stock sale, notwithstanding th@mount to be allocated among the assets

Section 1.338-4 was amended anfurchasing corporation’s section 338(gyold for purposes of determining gain or
§1.338-4T was removed by final regulaglection. loss on the assets. §1.338-3(d)(1) and
tions published as T.D. 8710 in thed- |y certain cases, the selling sharehold2). The liabilities referred to in (b) are
eral Registeron January 23, 1997 (62¢rs may join with the purchasing corporathose liabilities assumed by new target,
F.R. 3458 [1997-1 C.B. 82]). tion in making a section 338(h)(10) elecbut the amount thereof taken into account

Sections 1.338(b)-2T, 1.338(b)-3Ttion. Until 1994, a section 338(h)(10)in ADSP is determined as if old target had
and 1.1060-1T were amended by tempgsiection could be made only for targesold its assets to an unrelated person for
rary regulations published as T.D. 8711 iRgrporations that were members of a corsonsideration that included the liabilities.
theFederal Registeron January 16, 1997 splidated group. The 1994 revisions tdhe liabilities include any tax liability re-
(62 F.R. 2267 [1997-1 C.B. 85]). Thehe section 338 regulations (effectivesulting from the deemed asset sale.
January 16, 1997, changes to the regulgstroactively to 1992 at taxpayers’ elec§§1.338—3(d)(3) and 1.338(b)-1(f). In
tions adapted the residual method to segpn) expanded the eligibility for sectionthe case of a section 338(h)(10) election,
tion 197 by adding a fifth class to thez3g(h)(10) elections to target corporaADSP is modified. While not stated ex-
residual method prescribed for deemeflons that are members of an affiliateglicitly, modified ADSP (MADSP) ap-
and actual asset acquisitions. group and S corporations. The sectiopears to exclude any tax liabilities result-
338(h)(10) election changes the tax treathg from the deemed asset sale.
ment of old target and the selling share§1.338(h)(10)—1(f).

Section 338 allows certain purchaserbolders. Old target is deemed to sell all New target's adjusted grossed-up basis
of stock to treat the purchases instead is assets in a single transaction while & the assets it is deemed to purchase
purchases of assets. A purchasing corpoiember of the selling consolidated grouAGUB) is the sum of (a) the purchasing
ration can elect to treat a stock acquisitiofor while a non-consolidated affiliate, orcorporation’s grossed-up basis in recently
as an asset acquisition if it acquires 8@hile an S corporation owned by the sellpurchased target stock; (b) the purchasing
percent of the total voting power and 80ng shareholders) and is deemed immedcorporation’s basis in nonrecently pur-
percent of the total value of the stock of ately thereafter to distribute the proceedshased target stock; (c) the liabilities of
target corporation (not taking into accountn complete liquidation to the members ohew target; and (d) other relevant items.
certain preferred stock) by purchasé¢he selling consolidated group who sold'his is the amount to be allocated among
within a 12-month period. If a purchasinghe target stock (or to the selling affiliatethe assets sold for purposes of determin-

B. Current Regulations.
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ing the purchaser’s basis in the asset$) were made final as part of a singléreatment of new target or the purchaser
§1.338(b)-1(c)(1). package as recently as 1994, but, with thef new target in item (a) above. Such link
Section 1060(a) requires a purchaseaxception of the consistency rules, most afoes not exist, however, in the case of an
and a seller to allocate basis for any aghose regulations were largely restateactual asset sale between two parties. In
plicable asset acquisition in the same maments of the existing temporary regulaactual asset sales the timing and amount
ner as amounts are allocated to such asstitsns that had been developed to thaif the seller’s amount realized and the
under section 338(b)(5). Section 1060(g)oint. The remaining temporary regulatiming and amount of the buyer’s basis
defines an applicable asset acquisition a®ns under section 338 and the temporaiyay differ. For example, with respect to
any transfer of assets that constitute @gulations under section 1060 have bedhe link under (a), the current fair market
trade or business where the transfereeduibstantively changed only once sincealue of promised future contingent pay-
basis is determined wholly by reference ta986 and 1988, respectively, to accommdnents that constitute debt is taken into ac-
the consideration paid for the assets. date the addition of section 197 to th&ount in amount realized under §1.1001—
Section 338(b)(5) authorizes the Secrecode. As a result of the ad hoc manner /(@) unless, in rare and extraordinary cir-
tary to issue regulations prescribing howvhich the regulations under sections 33gumstances, the fair market value is not
the deemed purchase price is to be all@and 1060 have been amended, the currd@@sonably ascertainable. Yet, under
cated among the assets. Final and temp@gulations are difficult to follow. Thus §1.1012-1(g), the current fair market
rary regulations under sections 338(b) anghe IRS and Treasury determined that a ralue of such future contingent payments
1060, as amended, implement this authoyiew of the regulations was appropriate. is not taken into account currently in the
ity. The regulations generally require that |n addition, the current regulationsPurchaser’s basis.
the basis of the acquired (or deemed apave proven problematic in three major This link between old target's deemed
quired) assets will be determined using gespects: first, in their statement of tag@/€s price and the purchasing corpora-
five class residual method. Class I comaccounting rules and their relationship t§0Nn's basis in target stock existed in the
sists of cash and cash equivalents; Classtix accounting rules for asset purchasé¥iginal version of section 338, adopted in
consists of certificates of deposit, U.Sgutside of section 338, second, in the eﬂ=982- In 1984, Congress removed that
Government securities, readily marfects of the allocation rules, and, third, ilink from the statute, providing instead
ketable stock or securities, and foreigfheir lack of a statement of a completd@t old target should be deemed to sell its
currency; Class Il includes all assets nghodel for the deemed asset sale (and, f5Sets at fair market value. The regula-
included in Class |, Class Il, Class 1V, Olthe case of section 338(h)(10) e|ecti0n§!ons Orlglna”y allowed old target to
Class V; Class IV consists of section 19%he deemed liquidation) from which onec00Se between using the three-part for-
intangible assets except those in the Ngan determine the tax consequences ndii2 (ittms (@) through (c)) above to cal-
ture of goodwill and going concern valuegpecifically set forth in the regulations. CU/ate ADSP and treating the assets as

and Class V consists of section 197 intan- being sold at their fair market value. In
gible assets in the nature of goodwill an. Tax Accounting Rules under Current 1994, new regulations eliminated the
going concern value. The total allocable Regulations. election, thereafter requiring use of the
basis is first decreased by the amount of three-part formula. Under the current

Class | assets. Any remaining amount is .| '€, CurTent regulations include certaipegy|ations, any contingent payments for
allocated proportionally to Class Il asseti|€S for accounting for items in connectarget stock do not become part of AGUB
to the extent of their fair market value[l°" With the deemed asset sale. Theggd ADSP until they become fixed and
Any remaining amount is then allocated®* accounting rules apply for determingeterminable. However, no rule prevents
first to Class IIl assets and then to ClasQd the original amounts of and subsethe seller from using all its basis to offset
IV assets in the same manner as to Clagyent adjustments to ADSP and AGUBthe amount realized in the year of the
Il assets. Finally, any remaining amount © €x@mple, the regulations providejeemed sale. As a result of the link be-
is allocated to the Class V assets. Sddles governing the treatment of contintween old target's deemed sales price and

§§1.338(b)—2T and 1.1060-1T. gent liabilities deemed assumed by newhe purchasing corporation’s purchase
target. In some respects the tax accounrice, old target receives open transaction
Reasons for change ing rules in the current regulations diffetreatment on terms broader than those
considerably from the tax accountingavailable in an actual asset sale. Compare
A. In General. rules applicable to actual asset sales.  §15A.453-1(d)(2)(iii) (“Only in those

The regulations under section 338 havgjny petween old target's and new rarle a:tnd extratc_)rdln?ry casest IT:)\I/'OIVtI'ng
developed, in large part, through a serigs gers tax accounting sales for a contingent payment obligation
of small changes and additions according in which the fair market value of the
to the priorities of taxpayers’ and the gov- Under the current regulations, ADSP i©Pligation . .. cannot reasonably be ascer-
ernment’s needs and in response to stawefined as the sum of (a) the grossed-Ugined will the taxpayer be entitled to as-
tory amendments to section 338 or othasasis of the purchasing corporation’s re2€rt that the transaction is ‘open.”)
relt_evant Code sectic_)ns. Most of the regt.c&_a_n.tly purchased target stock, (b) the ligr; pijities assumed
lations under section 338 (§81.338-1hilities of new target, and (c) other rele-

1.338-2, 1.338-3, 1.338-4, 1.338-5vant items. Thus, the calculation of The current regulations specify new
1.338(b)-1, 1.338(h)(10)-1, and 1.338(i)-ADSP is linked to the tax accountingtarget’s tax accounting treatment for the
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assumption of liabilities. New targetfore it had borne the tax burden for suchllocation. As no basis is allocated to as-
takes a liability into account in AGUB step-up. sets in junior classes, they are also im-
only if it is a bona fide liability of target , paired. If such an asset is sold, the tax-
as of that date that would be properl{>- Allocation Rules under Current payer will realize a gain on its disposition

taken into account in basis under princi- Regulations. even if its value has not increased since
ples of tax law if new target had acquirec,i_—ast pay assets the acquisition date. Taxpayers may re-
old target’s assets from an unrelated per- verse the gain recognized in later years if

son and, as part of the transaction, had as-The current regulations employ a residthe purchasing corporation pays or incurs
sumed, or taken property subject to, the lual method of allocation. Under theadditional amounts for target stock or ad-
abilities, and the amount thereof igesidual method, the amount of basis to hditional target liabilities deemed assumed
determined on the same basisallocated to goodwill and going concerrare taken into account. For this reason,
81.338(b)-1(f)(1) and (2). value is based entirely on the amount ahe gain recognized is often referred to as
Under §1.338(b)-3T(a)(1), AGUB isbasis remaining to be allocated after apphantom income.
subsequently redetermined only if an adsther assets have been allocated basis taThe problem is most acute with assets
justment would be required, under genthe extent of their fair market values. Bethat turn over quickly, such as accounts
eral principles of tax law, in connectioncause assets other than goodwill angceivable and inventory (fast pay assets).
with an actual asset purchase by new tagoing concern value tend to be more eagomments received on the temporary reg-
get from an unrelated person. One of thiéy valued, the residual allocation methodilations suggested that fast pay assets
subsequent events enumerated as an éx-intended to result in less controversghould be placed in a more senior class to
ample is the change in a contingent liabilgver the value of goodwill and going con-make it more likely that basis is allocated
ity of target to one which is fixed and decern value. The legislative history of secequal to the assets’ fair market values in
terminable. Section 1.338(b)-3T(c)(1}ion 1060, adopted in the Tax Reform Acbrder to alleviate concerns over phantom
provides that a contingent amount (inof 1986, Public Law 99-514, (100 Statjncome.
cluding contingent liabilities of old target2282), noted with approval the use of the
deemed assumed) is taken into account @sidual method under the section 338(blop-down allocation

the time at which such amount becomesgulations and required that the same

fixed and determinable. The statement gfethod be used in regulations to be pre- Under the current regulations, stock in

the latter rule suggests to some that dcribed under section 1060, See S. Rep Subsidiary is generally a Class Il asset.
n allocating basis among tiered corpora-

oyerrides the rules based'on general pritto. 313, 99th Cong., 2d Sess., May 2 ions, an allocation to the stock of a sub-
ciples of tax law stated in 881.338(b)-1986, at 254. Accordingly, the current diaty becomes the starting point for al-
1(f)(2) and 1.338(b)-3T(a)(1). Howeveregulations place each acquired asset info y 9p

interpreting the fixed and determinableone of five asset classes. The total alloci2CalOn [0 the assets inside the subsidiary

rule in this manner would be inconsistengle basis is allocated among the classés® section 338 election is also made for
with the economic performance rules oftarting with the first class and proceedinge subsidiary. See, e.g., §1.338-2(b)(4)
section 461(h), that, in some circumtg the final, residual class. No asset i f the current regulations.  One might

stances, would operate to defer new tagmy class except for the residual class cﬁfer to this as top-down allocation.

get's taking an assumed liability into ache allocated more than its fair markep "d€r & top-down allocation, the basis of
count until some time after the liabilityyajue. If the aggregate basis allocable (3°S€tS Of a particular class can be more
becomes fixed and determinable. Segparticular class is less than the aggrega paired at one corporate level than at an-
§§1.461-4(a) and 1.446-1(c)(1)(i))(B). fair market value of the assets within th@1'€"- For example, Class Ill assets in the

class, each asset is allocated an amountdf"eNt target corporation might be allo-
Installment method e . . m - i i
proportion to its fair market value angcated some basis while Class I assets in

its subsidiary are allocated no basis be-

[ [ othing is allocated to any junior class. . -
The current regulations provide non g v cause Class | assets in the subsidiary have

rules for old target to report its deemed The residual allocation method pre .

sale gain under the installment methodsents unique problems when the cost G2S0rbed all the basis allocated to the
Because the parties could have structurdble assets, and hence the basis to be alfhock n the sub5|_d|a_ry, a_CIass it asset.
an actual asset sale to qualify for the incated thereto, is less than the aggrega-{é‘e differences in impairment arising
stallment method, commentators have afair market value of the individual assets'"o™ the differences in the location of as-
gued that making the installment methodhis situation may arise as a result of thaSts and liabilities is inconsistent with the
available when a section 338(h)(10) eleasse of contingent consideration for targeeSidual method (e.g., liabilities secured
tion is made would be consistent with thetock or the deemed assumption of liabiliPy &0 asset support basis of all assets in a
full asset sale model implied by thosdies that are not yet taken into account. fingle corporation) and can lead to the
rules. Making the installment methodhis is the case, the basis of the assets'fisallocation of basis.

a}vail_able when only a section 338(9) elecsaid to be impairgd. Un_der the residugh siatement of Complete Model.

tion is made would not be appropriate bemethod, the impairment is borne equally

cause the target shareholders are stbly the assets in the first class in which the For purposes of effectuating the statu-
treated as selling stock and because targatmulative fair market value exceeds th&ry purpose of permitting taxpayers to

would get a step-up in basis of assets beemaining aggregate basis available foglect to treat a stock acquisition as an
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asset acquisition, section 338 and the cuand reorganize and restate the remainir@. §1.338-1 General principles; status
rent regulations deem certain transactiorfgral and temporary regulations in a man- of old target and new target.

to occur. The current regulations’ expresger that is more consistent with the ap- o

statement of these deemed transactiopsoach the IRS and Treasury has taken fegulations’scope statement

provides the appropriate Federal incomdrafting regulations in other areas. The 114 scope statement describes the gen-
tax consequences for most targets fqroposed regulations also attempt to Pr%ral model of the deemed asset sale and
which a section 338 election is madevide similar treatment, when appropriatey e aspects of the regulations used as
However, as with the tax accountingor deemed and actual asset acquisitionga pasis for the rules in the proposed reg-
rules, some taxpayers interpret the ey stating the relevant concepts once if)a1ions. This statement of the model
press statements in the current regulatioe regulations under section 338 andy, |4 assist the reader generally in the
as resulting in tax consequences differesfoss-referencing those rules i oct interpretation and application of
from those had they actually engaged i§1.1060-1 of the proposed regulations. o reqyjations. This section also pro-
the transactions deemed under the regula-New §1.338-1 includes a scope stal§jyeg that old target and new target (as
tions to have occurred or as resulting iment. Section 1.338-1 also addresses (3| o5 any other affected parties, for ex-
the tax consequences specifically state@Hestion of to what extent the deemeg, 10 \yhen a section 338(h)(10) election
and not any of the collateral conseasset sale and other elements of the s $"made) are to determine the tax conse-
quences. tion 338 regime are considered as acwa@uences as if they had actually engaged in

having occurred for purposes of applicath . .
. L . . e transactions deemed under the section
Explanation of Provisions tion of other Code sections, such as thosgsg regulations to have occurred. Thus

relating to retirement plan sponsors. Tery | proposed regulations clarify that old

minology and definitions and prOV'S'OnStarget’s deemed asset sale may result in

The proposed regulations are intendetggarding the mechanics of the sectiop, " ,,sequences for old target and new
to clarify the treatment of, and provide338 election of current §1.338-1 have, o g ch as income and deduction) in
consistent rules (where possible) for, botReen moved to new 81.338-2. The returpy i 15 old target's gain or loss real-
deemed and actual asset acquisitiorf#ing rules of current §1.338-1 have beer, ., ,'its deemed sale of assets. For ex-
under sections 338 and 1060. In additiofmoved to their own section, §1-338_1051mp|e if target is an insurance company
the proposed regulations propose chang@¥l of the current §1.338-2 rules for qual, "\ pich 4 section 338 election is made
to the current regulations to take into alfication for making the section 338 elecy, . joomed asset sale would be character-
count changes to the tax law made sind¥n and rules relating to the effect on, 4" »04 taved as an assumption-reinsur-
the different portions of the current reguSOntinuity of proprietary interest have, .o yansaction under applicable Federal
lations were published. The change§¢en movedto new $1.338-3. income tax law. See §1.817-4(d).
made by the proposed regulations have The rules defining ADSP, as well as ", proposed regulations make minor
four major components: organization o}/arlous rules relating to taxation of old, 4ot 10 the list of sections in sub-
the regulations; clarification and modifi-target, currently in §81.338-3, are in, .~ ¢ purposes of which old target
cation of the accounting rules applicablél'?’%_4 of t.h(.a proposed regulatlo_nsand new target are considered the same
to deemed and actual asset acquisition he rules defining AGUB, currently in ?orporation, notwithstanding the deemed
modifications to the residual metho 1.338(b)-1, are in §1.338-5. Currenasset sale between the two. Such changes

mandated for allocating consideration angL-338(b)-3T sets fort_h the timing of in- enerally are with respect to retirement
basis; and miscellaneous revisions to thg o> O decreases in ADSP and AGUE!

L lan and similar provisions.
current regulations. These changes aF eszlusméggllruL\eDsSgave (;)een gf\ézg ® )
discussed in the order in which they arisBc V. 3--596~ ( ) and new 81.338—Anti-abuse rule

) , GUB).
in the propqsed regulations. The IR_S_an Current §81.338-4 and 1.338-5, deal- The proposed regulations incorporate
Treasury did not address any provisions

of the regulations relating to the consis O with consistency and with interna-an anti-abuse rule giving the Commis-
tency rules or the international aspects tional aspects of section 338, respectivelgoner, for purposes of cz_ilculatmg ADSE
section 338 Have been renumbered §§1.338-8 arahd AGUB and allocating ADSP and
' 1.338-9, respectively. The substance ¢f§GUB among assets, the authority under
B. Organization of Regulations. these rules has not been addressed in c@ertain circumstances (a) to treat as not
nection with these proposed regulations. being part of target's assets those added to
The proposed regulations change the Section 1.338-6 of the proposed reguthe pool of target’s assets before the
organization of the regulations in order tdations addresses allocation of ADSP andeemed asset sale and (b) to treat as being
make the rules for all asset acquisitionAGUB among assets, currently coveregart of target's assets those removed from
more administrable and provide consisby §1.338(b)-2T. The rules pertaining tdhe pool of target’s assets before the
tent treatment, when appropriate, fosubsequent adjustments to ADSP andeemed asset sale. The Commissioner’s
deemed and actual asset acquisitions. AGUB, currently in §1.338(b)-3T, are inauthority to treat assets added to the pool
order to make the regulations more adg81.338-7 of the proposed regulations. as not being part of the pool exists when
ministrable, the proposed regulations re- Section 1.338(h)(10)-1 has not beethe property is transferred to old target in
designate certain of the final regulationsenumbered. connection with the transactions resulting

A. Overview of Changes.
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in the application of the residual methodions) provides a mechanism for targethase price may be allocated to target’s
if such property is, within 24 months after(or, in the case of a section 338(h)(103tock in the target affiliate. For a discus-
the deemed asset sale, (a) not owned kjection, the member of the selling consion of the tax consequences when a qual-
new target but owned, directly or indi-solidated group, the selling affiliate, orified stock purchase is made of an insol-
rectly, by a member of the affiliated grougthe S corporation shareholders to whickient corporation and a section 338(h)(10)
of which new target is a member, or (byuch income, loss, or other amount is atlection is made, see the discussion of
owned by new target but held or used ttributable) to report items that are propsection 338(h)(10) elections later in this
more than an insignificant extent in conerly taken into account after the acquisipreamble.
nection with an activity conducted, di-tion date. One such item would be the ) . )
rectly or indirectly, by another member ofdeduction for an assumed liability of oldTime for testing relationship
the afﬁhgted_group og.whlt(_:h nevyt:]argteht |51argt]ﬁt;ha;t it coultq not dedgc}f un(tdr(]ar its A section 338 election may be made
a member in combination with othermethod of accounting on or before eacdnly with respect to a transaction that
property acquired, directly or indirectly, quisition date. . e
- . qualifies as a purchase within the mean-
from the transferor of the property to old The definition ofpurchasing corpora- . . .
- , ) . o . ing of section 338(h)(3). Under section
target. The Commissioner’s authority tdion has been clarified to include new tar- .
. : 38(h)(3)(iii), the parties to the transac-
treat assets removed from the pool aget (new T) with respect to its deeme )
. . C - ion must be unrelated in order for a trans-
being part of the pool exists where theurchase of stock in its own subsidiary. . :

. . . . o . . action to qualify as a purchase. The
property is removed in connection with The definition ofselling groupin statute is unclear. however. as to when the
the transactions resulting in the applica81.338-2 of the proposed regulations anc}I tionshin bet ’ th ’ fies is tested
tion of the residual method if the removedelated provisions in 81.338(h)(10)-1 O%eha 'onship de weelnt_ € par '.ZS 'Sthefti '
property, within 24 months after thethe proposed regulations provide that letproprc])_se_ r(tagutadm_n pm\g. ?sl aft €
deemed asset sale, (a) is owned by nesection 338(h)(10) election may be mad £ atlons |pt.|s ?I'sh? |r|nm§ 'a egf at?r
target, or (b) is owned, directly or indi-for target notwithstanding that it was a{he ransac |on.b' 's efgwes enect 1o
rectly, by a member of the affiliated groupsome time during the year in which thd"e statutory objective of preventing a

of which new target is a member and coracquisition date occurs the common palt_ransferor from obtaining the benefits of a

tinues after the election to be held or useent of its affiliated or consolidated groupS€Ction 338 election while retaining a sig-
to more than an insignificant extent inso long as it is not the common parent ofjificant interest, directly or indirectly, in

connection with one or more of the activithe acquisition date. the property transferred_. This rule also
ties of new target. furthers the statutory objective of afford-

E. 81.338-3 Quialification for the ing similar tax treatment to section 338
D. 81.338-2 Nomenclature and section 338 election. deemed asset sales and actual asset sales.
definitions; mechanics of the section . ) For example, under this rule, if an actual
338 election. More than a nominal amount paid for 516 of assets would qualify as a reorgani-
o purchase of stock zation under section 368(a)(1)(D) (with a
Definitions

The IRS and Treasury have receive§a/Tyover of basis and other attributes),

Four definitions of terms already usednany informal comments in which guid-t@xpayers are not able to reach a different
in the current regulations have been addethce was requested on whether a sectié@sult by structuring the transaction as a
to the proposed regulations under sectid388 election may be made for a target th&0ck sale and electing under section 338.
338. These terms am&quisition date is insolvent. In ord_er to have a purchasE §§1.338-4 and 1.338-5 Aggregate
asset, deemed asset sale, deemed salfea share of stock in target, the proposed d o

; : . eemed sale price; various aspects of
gain, and deemed sale returithe scope regulations generally require that more . )

. . . taxation of the deemed asset sale;

of some of these terms has been expandithn a nominal amount of consideration adjusted grossed-up basis
from their usage in the current regulabe paid for the stock. With respect to tar- '
tions. For exampledeemed asset saleget affiliates, one cannot adequately desreaking the link between ADSP and
refers to the transaction deemed under thermine whether more than a nominahGuB
section 338 regulations to occur betweeamount of consideration is paid for the
old target and new target addemed sale stock because the amount paid is not de-Under the current regulations, the first
gain, refers to, in the aggregate, the Federmined in an arm’s length transactiorglement in the definition of ADSP is the
eral income tax consequences (generallgut instead under the allocation rules ogrossed-up basis of the purchasing corpo-
the income, gain, deduction, and loss) ahe regulations. Consequently, the prg-ation’s recently purchased target stock.
the deemed asset sale. Deemed sale gpwsed regulations provide that stock in @he combination of the link between the
can also refer to the Federal income tatarget affiliate acquired by new target irdefinitions of ADSP and AGUB with the
consequences of the transfer of a particthe deemed asset sale of target’s own agHe in the current regulations that contin-
lar individual asset in the deemed assetts is considered purchased if, und@ent payments are taken into account in
sale. The expanded definition of deemegeneral principles of tax law, new target iAGUB as they become fixed and deter-
sale gain in conjunction with the rules inconsidered to own stock of the target afminable effectively affords old target
81.338-7(c) of the proposed regulationfiliate meeting the requirements of sectiompen-transaction treatment, which treat-
(81.338(b)-3T(h) of the current regula-1504(a)(2), notwithstanding that no purment generally is inconsistent with
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8815A.453-1(d)(2)(iii) and 1.1001-1(g)-a liability assumed by new target if a secshareholders’ amount realized where not
(2). The proposed regulations remove thiion 338(h)(10) election is made. Thesall the target stock is recently purchased
link in the current regulations betweemresumptions apparently required that thiey the purchaser, the amount of selling
calculation of the first element of ADSPdefinition of ADSP be modified in current costs by which that grossed-up amount re-
and the purchaser’s basis in recently pug1.338(h)(10)-1. The proposed regulaalized is reduced is not itself grossed-up.
chased target stock. tions make clear that, whether or not &or new target, the definition of AGUB is

The new first element in the calculatiorsection 338(h)(10) election is made, ol¢hanged such that when the purchaser’s
of ADSP is the grossed-up amount realtarget’s tax liability is deemed not as-basis in recently purchased stock is
ized on the sale to the purchasing corporaumed by new target only if the partiegrossed-up, acquisition costs are no
tion of the purchasing corporation’s re-have agreed that (or the tax or non-tabonger also grossed-up. Grossing-up the
cently purchased target stock. Amountules operate such that) the seller, and nselling shareholders’ selling costs or the
realized is determined as if old target ittarget, will bear the economic cost of thapurchasing corporation’s acquisition costs
self were the selling shareholder. Alsotax liability. This is because the legal burwould result in costs not actually incurred
notwithstanding that the sellers of the tarden for the tax would otherwise remainmeducing old target's amount realized for
get shares may use the installment methagth target. Thus, the proposed regulathe assets or increasing new target's cost
of section 453 to report their gain on theijons remove the ternMADSPfrom basis in the assets. The IRS and Treasury
stock, old target may not use the install§1.338(h)(10)-1, and extend the use afo not believe that these results are appro-
ment method in the calculation of the firsthe termADSPto that regulation. priate because there is no evidence that
element of ADSP. Under the proposed regulations, théhe purchasing corporation’s costs to ac-
amount of liabilities of old target takenquire an amount of target stock sufficient
into account to calculate ADSP is deterfor there to be a qualified stock purchase

The proposed regulations provide thafnined as if old target had sold its assets twould increase proportionately if it ac-
general principles of tax law apply in de-2n unrelated person for consideration thauired all of the target stock and the
termining the timing and amount of theincluded the unrelated person’s assumpleemed asset sale mechanism allows tax-
elements of ADSP, and that ADSP is reddion of, or taking subject to, the liabilities.payers to avoid many of the costs that
termined at such time and in such amourgimilarly, they provide that, in order to bewould be incurred in an actual asset sale.
as an increase or decrease would be f@ken into account in AGUB, a liability Accordingly, the IRS and Treasury have
quired, under general principles of taynust be a liability of target that is prop-exercised the authority under section
law, to the individual constituent element£rly taken into account in basis under ger838(b)(2) to prevent the grossing-up of
of the definition of ADSP. The proposeceral principles of tax law that would applyselling costs and acquisitions costs.
regulations also provide a parallel rule foif new target had acquired its assets from .
AGUB. Substantively, the two statement&n unrelated person for consideration th&fther relevant items
are designed to eliminate special accouniicluded the assumption of, or taking sub- The elemenbther relevant itemis re-
ing rules included in the current sectiogect to, the liability. Regarding the timing,oved from the definitions of both ADSP
338 regulations—such as the current re@f taking such liabilities into account, they 4 AGUB as it no longer serves any
ulations’ fixed and determinable rule forproposed regulations provide that generglnction. In the current regulations, this
the timing of taking into account contin-principles of tax law apply in determininge|ement reduces ADSP for the purchasing
gent amounts—and to bring taxation othe timing and amount of the elements ofqhoration's acquisition costs that would
old target's deemed asset sale closer to tASP and AGUB. Thus, for example,yihernyise be taken into account because
taxation of an actual asset sale. In comwnder general principles of tax law, a parge nurchaser's basis in recently purchased
trast to the current regulations, the proticular liability might not be taken into aC-gtock was an element in calculation of
posed regulations state in one location agiount in basis when a purchaser buys §{yi, ADSP and AGUB. This element be-
the rules for determining ADSP andasset subject to such liability, but might,omes ynnecessary with the removal of
AGUB. be taken into account at some later datgya |ink petween ADSP and AGUB.

Both the breaking of the link betweensuch timing controls the timing of includ-
the calculation of ADSP and the pur-ng the liability in AGUB. Accordingly, G. §1.338-6 Allocation of ADSP and
chaser’s basis in recently purchased sto¢Re current rule in the regulations that lia- AGUB among target assets.
and the removal of the fixed and deterbilities are taken into account in calculat- )
minable rule for contingent liabilities maying AGUB, and apparently ADSP, onlyAllocation of ADSP and AGUB generally
often result in increased disparities bewhen such liabilities become fixed and Apart from a change in the number of

Time and amount combined

tween ADSP and AGUB. determ_inable is removed in the propose&asses' the proposed regulations gener-
Liabilities regulations. ally do not represent a substantive change
Costs in the system of allocation of ADSP and
The current regulations appear to pre- AGUB. The proposed regulation states

sume that any tax liability of old target in- The treatment of selling costs for oldthe allocation rules that apply equally to
curred on its deemed asset sale is a liabterget and acquisition costs for new targgidDSP and AGUB and then states the
ity assumed by new target if a sectioms modified. For old target, it is mademodifications to those common allocation
338(h)(10) election is not made but is notlear that when grossing-up the sellingules for AGUB.
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Transaction costs or going concern value; and Class VIIResidual class
goodwill and going concern value.

Generally, the definition of fair market In the current regulations, Class V, the
value is the price at which a willing sellerAGUB less than the amount of Class |  residual class, is comprised of section 197
will transfer an asset to a willing buyerassets intangibles in the nature of goodwill and
Therefore, the fair market value of a par- ) ) ,fgoing concern value. Class IV is com-
ticular asset to a seller is not different 1N€ proposed regulations clarify that, ity iseq of all section 197 intangibles ex-

from the fair market value of the samédhe total AGUB (or consideration in angent those in the nature of goodwill and
asset to a buyer, even though the ec@Pplicable asset acquisition under sectiogying concern value. Because many sec-
nomic value of the asset to each would ré-060) to be allocated is less than th§,, 197 intangibles would have been
flect the selling costs or acquisition costsamount of Class | assets (i.e., cash ang\aracterized by the IRS as assets in the
A seller may reduce its amount realize§ash equivalents), then new target (or the;¢,re of goodwill and going concern
on an asset and a buyer may increase Rerchaser in an applicable asset acquisjzjye prior to the enactment of section
cost basis in an asset for the transactidipn under section 1060) immediately recy 97 the current regulations provide
costs specifically allocable to the asset iRgNizes ordinary income to that extent. - gomewhat ambiguous guidance as to the
an actual as_set_sale. Becausg the underll)f'arketable securities line between current Class IV and current
ing transaction in section 338 is actually a Class V. Accordingly, the proposed regu-
stock sale, the costs incurred are not The current regulations include mariations remove the phrase “in the nature
specifically allocable to any individual ketable stock and securities, as defined f.” Furthermore, in rare circumstances,
asset deemed transferred, but rather §1.351-1(c)(3), in Class Il. Marketablegoodwill or going concern value is not a
the stock. Therefore, in applying thestock and securities are included in Classection 197 intangible. The residual class
residual method to a deemed asset salepecause a value can be easily assignstiould include all goodwill and going
transaction costs are accounted for onlyt any given time by looking at the valueconcern value to ensure that the residual
by decreasing the total amount realized byt which those instruments were tradingnethod serves the purpose of reducing
the seller or increasing the total cost basish a securities exchange. Since the timaluation controversies. Therefore, the
of the buyer. In contrast, see the discuglass Il was first defined, financial mar-proposed regulations define the residual
sion of the treatment of transaction costgets have evolved and a greater variety @fass as goodwill and going concern value
in an actual asset acquisition below. financial instruments can be readily valwithout any reference to whether those
IRS challenges to asset fair market valueued in .the same manner. The propo_sed;sets would qualify as section 197 assets.
regulations instead defines Class Il with In T.D. 8711,supra,the IRS amended
Drawing from the existing rules underréspect to actively traded personal progthe current regulations to adapt the resid-
section 1060, the proposed regulationgrty as defined under section 1092(d) betal method to section 197 by creating a
provide that the IRS may challenge a taxcause the regulations under that sectiarew Class IV for section 197 intangibles
payer’s determination of the fair markehave a more comprehensive definition obther than goodwill or going concern
value of any asset by any appropriatgublic financial markets. value and providing that goodwill and
method and take into account all factors, ) going concern value would remain in a
including any lack of adverse tax interests 2> P2 aSS€1S true residual class. The proposed regula-
between the parties. The IRS and Treasury are aware thdions retain this distinction in renumbered

many taxpayers engage in transactiong!ass \ ar_1d Class VII. Allocating good-

Number and content of classes solely to avoid the impairment problem&Vill @nd going concern value to Class VI

The seven classes under the proposdth fast-pay assets. In addition, the IR@Voids the. need for c!etermlnlng the value
regulations are as follows: Class I, casBpends time evaluating whether sucRf goodwill and going concern value
and cash equivalents; Class Il, activelyransactions are subject to challengrough a non-residual method.
”ad?d personal prop(_arty as defined _innder _the. section 338 regulations or gefkjiocation of AGUB when gain
section 1092(d), certificates of depositgral principles of tax law. In order t0 adygcognition election available but not
and foreign currency; Class lll, accountslress these concerns, the proposed regullﬁéde
receivable, mortgages, and credit card réions create two new classes of assets
ceivables which arise in the ordinarybetween current Classes Il and Ill, one for When the purchaser of the target stock
course of business; Class IV, stock imccounts receivable, mortgages, anlolds nonrecently purchased target stock
trade of the taxpayer or other property ofredit card receivables which arise in thand no section 338(h)(10) election is
a kind which would properly be includedordinary course of business and anothenade, the purchaser has the option of
in the inventory of taxpayer if on hand afor stock in trade of the taxpayer or othemaking or not making the gain recogni-
the close of the taxable year, or propertproperty of a kind which would properlytion election. (If a section 338(h)(10)
held by the taxpayer primarily for sale tdoe included in the inventory of taxpayer ifelection is made, the making of the gain
customers in the ordinary course of hisn hand at the close of the taxable year, oecognition election is automatic rather
trade or business; Class V, all assets notmoperty held by the taxpayer primarilythan elective.) The proposed regulations
Class I, II, 1ll, VI, or VII; Class VI, all for sale to customers in the ordinaryetain these rules. The current regulations
section 197 intangibles except goodwiltourse of its trade or business. have a special allocation rule when the
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failure to make the gain recognition election by the amount of Class | assets) antbntingent income asset at the beginning
tion leaves AGUB less than ADSP (thathe denominator of which is the hypothetef the day after the acquisition date is re-
is, when the purchaser’s nonrecently puieal purchase price (after reduction by théetermined at the time of the increase or
chased stock was bought at a lower pric@mount of Class | assets). The reason fdecrease in AGUB or ADSP (but only

than the recently purchased stock). Undéhe modification is to spread only the imthose circumstances that resulted in the
the special allocation rule, AGUB, afterpairment that arises because no gaincrease or decrease to AGUB or ADSP
reduction by the amount of Class | assetggcognition election was made equallyre taken into account in the redetermina-
is allocated among all other assets, rexmong all assets in classes below Classtion). Under the second, the increase or
gardless of their class, in proportion to The IRS and Treasury request comdecrease in AGUB or ADSP is allocated

their fair market values. (For this pur-ments as to whether any special allocatidiirst to the contingent income asset, not to

pose, the fair market value of assets in th@le has continuing merit. all assets generally under the normal allo-
residual class (current Class V) is deemed cation rules. Any portion that cannot be
to be the excess, if any, of the hypotheti- 81.338-7 Allocation of redetermined so allocated because of the fair market
cal purchase price over the sum of the ADSP and AGUB among target value limitation (as redetermined) is allo-
Class | assets and the fair market values assets. cated under the normal allocation rules.
of the Class Il, lll, and IV assets. The hy- The intent of this rule was to accommo-

pothetical purchase price is the AGUBJn general date the uncertainties in the valuation of

that would result if a gain recognition Section 1.338(b)-3T of the current regcontingent income assets. The rule pro-
election were made.) ulations addresses subsequent adjugtuces an allocation that would have re-
If, looking at the hypothetical purchasements to ADSP and AGUB. In the pro-sulted if the parties had known on the ac-
price, full fair market value was paid onposed regulations, these rules, containétlisition date the fair market value of the
the acquisition date for assets in eac% §1.338—7, have been streamlined arfgPntingent income asset (as determined,
class above the residual class, the curre§éme of their content has been moved #ith hindsight, on the date of the adjust-
regulation’s special allocation ruleihe sections defining ADSP and AGUBMent event) and paid on the acquisition
spreads the impairment that arises b&g1 338-4 and 1.338-5 respectively. Th@ate the increased or decreased considera-
cause no gain recognition election wa roposed regulations eliminate the use dion. The IRS and Treasury weighed the
made equally among all assets in classgse termadjustment evenised in certain usefulness of this rule with its complexity
below Class I. However, if, looking at theprovisions of the current regulations. in@nd decided that the proposed regulations
hypothetical purchase price, full fair Marstead, the proposed regulations provid%hould not include any item-specific ad-
ket value was not paid on the acquisitiogimmy that when general principles of taplustment rule. Commentators, if they be-
date for assets in each class above th require a change in the amount of angi/eve that the item-specific adjustment
residual class, this rule spreads the irrb-f the various elements of ADSP ofule continues to serve a useful function
pairment that arises because no gaiRGUB (discussed earlier), the new ADSF‘hat justifies its retention, should identify
recognition election was made as well as. AR amount is reapplied to producén their comments in what circumstances
the impairment that arises from the barﬁew allocations to the assets. This genetlhe rule has proven useful or could prove
gain purchase equally among all assets Eﬂly is not intended as a substantivéjsefm' Commentators should also iden-
classes below Class I. In the latter CaSShange to the current rules for subsequeE\ what provisions would be necessary
the prioritization of classes under theadjustments provided in §1.338(b)-3T. or an effective item-specific adjustment
residual method becomes irrelevant by rule.

the failure to make a gain recognitiontem-specific adjustments
election. Prior to the enactment of section l. §1.338(n)(10)-1 Deemed asset sale

197, the effect of the current regulations The current regulations at §1.338(b)— and liquidation.

generally would have been to shift basi§T contain special rules for changes to, '

from depreciable or amortizable assets tHGUB (and thus, indirectly, to ADSP)

nondepreciable, nonamortizable assets. that relate to the income produced by in- The proposed regulations explain the
The proposed regulations modify thdangible assets. The special rules appbffects of the section 338(h)(10) election

special allocation rule to minimize this effor purposes of allocating an increase asn the parties involved. The proposed

fect. Generally, under the modified spedecrease in AGUB or ADSP to the extentegulations discuss the effects of the sec-

cial allocation rule, the portion of AGUB (a) the contingency that results in the intion 338(h)(10) election on the purchasing

(after reduction by the amount of Class ¢rease or decrease directly relates to igorporation, the effects on new target, the

assets) to be allocated to each Class Il, IEome produced by a particular intangibl@ffects on old target, and the effects on

IV, V, VI, and VII asset is determined byasset (contingent income asset) and (lp)d target’s shareholders (including non-

multiplying (a) the amount that would bethe increase or decrease is related to susblling shareholders).

allocated to such asset under the gener@ntingent income asset and not to other As with the rest of the proposed regula-

rules for allocation of AGUB were AGUB target assets. The special rules consist tibns, proposed §1.338(h)(10)-1 de-

increased to equal the hypothetical puttwo provisions that vary from the normalscribes the model on which taxation of the

chase price by (b) a fraction, the numeraules of §1.338(b)-3T. Under the firstsection 338(h)(10) election is based.

tor of which is actual AGUB (after reduc-provision, the fair market value of theUnder the proposed regulations, old target
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is treated as transferring all of its assets ywns all of the stock of T, T is insolventgain under section 1366. Form 8023 will
sale to an unrelated person. Old targdiecause of its indebtedness to S, P abe corrected to reflect this requirement.
recognizes the deemed sale gain while quires T from S in a qualified stock pur- . )

member of the selling consolidated groumshase, and, as a condition of the sale, Aailability of the section 453 installment
or owned by the selling affiliate, orcancels the debt owed it by T, and P and g€thod

owned by the S corporation shareholdersake a section 338(h)(10) election for \yhen some or all of the target stock is
(both those who actually sell their sharetarget, T's deemed liquidation would noty \.chased for an installment obligation
and any who do not). Old target is thegualify under section 332 because gnd a section 338(h)(10) election is made,
treated as transferring all of its assets twould not be considered to receive anyy,qo proposed regulations make the section
members of the selling consolidatedhing in return for its stock in T. Rev. Rul. 453 installment method available to old
group, the selling affiliate, or S corpora68-602 (1968-2 C.B. 135). target in its deemed asset sale, as long as

tion shareholders and ceasing to exist. If | o :
target is an S corporation, the deemegPecial S corporation issues ;hueaﬁgegf?nzfzﬁ;seilteSva\{(ljeuI;je;);r;z:]vglllse
asset sale and deemed liquidation are con-tg cyrrent regulations provide thatSolely for purposes of the application of
sidered as occurring while it is still an §,qyithstanding the purchase of 80 persection 453 and related provisions to the
corporation. The proposed regulationgen; of the shares of an S corporation bydeemed asset sale and subsequent deemed
treat all parties concerned as if the fictions,rchasing C corporation, the S corporazorporate liquidation under section
the section 338(h)(10) regulations deerfjy continues to be considered an S coB38(h)(10), old target generally is consid-
to occur actually did occur, or as closely,,ation for purposes of determining thered to receive from new target in the
thereto as possible. The structure of thigy effects of the section 338(h)(10) elecdeemed asset sale consideration consist-
model should help taxpayers answer any, 15 o|d target and its S corporatioring of the installment obligation given to
questions not explicitly addressed by theparenolders. For example, old target reld target shareholders in exchange for re-
proposed regulations. Also, old targehq s tg its shareholders under sectiogently purchased stock, the assumption
generally is barred by the proposed regur3gg the tax effects of its deemed assef, or taking subject to, old target liabili-
lations from obtaining any tax benefitsyje and the shareholders adjust theiies, and cash. Thus, regardless of its ac-
from the section 338(h)(10) election thakqcy pasis pursuant to section 1367. Theal character, any consideration con-
it would not obtain if it actually sold its ronased regulations clarify that when theeyed by the purchaser to the selling
assets and liquidated. _ target itself is an S corporation immedishareholders other than installment obliga-
The treatment of S corporation targetSe|y hefore the acquisition date, any ditions is considered to have been in cash,
which own one or more qualified subyect ang indirect subsidiaries of targeincluding for instance the purchaser's as-
chapter S subsidiaries (as defined in segth respect to which qualified subchapsumption of, or taking subject to, liabili-
tion 1361(b)(3)) is also addressed, as g g subsidiary elections are in effect arties of the selling shareholders. In addi-
the treatment of tiered targets (i.e., th@ynsjdered to remain qualified subchapteion, the amount of any grossing-up under
order of their deemed asset sales arglg psidiaries for purposes of target's angiL.338—4(d) of the proposed regulations is
deemed liquidations). its S corporation shareholders’ reportingleemed to be in the form of cash. For pur-
the effects of target's deemed sale of aposes of section 453, new target is consid-
sets and deemed liquidation. No similaered to be the obligor on the installment
The current regulations provide thatrule applies when a qualified subchapter 8bligation the purchasing corporation ac-
when a section 338(h)(10) election isubsidiary, as opposed to the S corpor&ally issued. The provisions of sections
made, old target is deemed to sell all of itdon that is its owner, is the target corpora453(h), 453B(d), and 453B(h) may then
assets and distribute the proceeds in cortien. The IRS and Treasury request conapply to old target and its shareholders
plete liquidation. The termomplete lig- ments as to whether it would be beneficialith respect to the deemed liquidation of
uidation is generally considered to be a@ao make section 338(h)(10) election®ld target following the deemed asset sale.
term of art in tax law. The proposed reguavailable for acquisitions of qualified sub4n the deemed liquidation, a selling share-
lations instead provide that old targethapter S subsidiaries and as to how tHelder who actually received an install-
transferred all of its assets to members akection 338(h)(10) regulations should benent obligation in the stock sale is
the selling consolidated group, the sellingnodified to accommodate the unique taxdeemed to receive that installment obliga-
affiliate, or S corporation shareholderstion of these entities. tion as part of the liquidating distribution;
and ceased to exist, making it clear that The proposed regulations clarify the efthe other shareholders are deemed to re-
the transaction following the deemedects of the section 338(h)(10) election omeive none of the installment obligation.
asset sale does not automatically qualifigoth selling and non-selling S corporation The proposed regulations provide that
as a distribution in complete liquidationshareholders. For example, the proposedd target generally is barred from obtain-
under either section 331 or 332. This isegulations clarify that all S corporationing any tax benefit from the section
meant to clarify any inference one mighshareholders, selling or not, must conse®38(h)(10) election that it would not ob-
draw from previous regulations that secto the making of the section 338(h)(10}ain if it actually sold its assets and liqui-
tion 332 treatment is automatic under se@lection, particularly because the noneated. This bar extends to the application
tion 338(h)(10) in the case of an affiliatedselling shareholders have to include thewf section 453. In other words, the results
or consolidated group. For example, if $roportionate share of the deemed sala application of section 453 to old target

Deemed liquidation

September 7, 1999 356 1999-36 I.R.B.



should be as close as possible to those thiag1.1060-1. transactions. The proposed regulations
would occur if old target actually sold its_ . ] also incorporate the principles of the anti-
assets for an installment obligation of th&€finition of trade or business abuse rule from §1.338-1(c) of the pro-
purchaser. Thus, for example, the install- goction 1060 applies to the direct or inPosed regulations to determine which as-
ment method of section 453 applies Ungiract transfer of a trade or busines<Sets must be included for purposes of
less old target affirmatively elects out of j,,jer the current regulations, a group APplying the residual method.

the installment method. ; . :

AS another example, S15A.453-L(b)gcq of such assers would consie an aes! o1 oA 1aNSers of assets
(2)(iv) provides that any obllgat,|on '€ tive trade or business for purposes of sec- Section 1060 applies to the di-
ated subsequent to the taxpayer's acqui§jsn 355 Further, even if a group of asrect or indirect acquisition of a trade or
tion of the property and incurred Orgoiq \yoyid not qualify as an active tradbusiness when the purchaser’s basis in the
assumed by the taxpayer or pl_aced as & pusiness for purposes of section 355, assets (other than assets to which section
enc_umbran_ce or_1_the property in Co_men}jroup of assets will constitute a trade 0t031 applies) is determined wholly by
platlpn_ of qhsposmon of the property is ok, siness for purposes of section 1060 itference to the consideration paid by the
quallfylrjg 'ndebtedness if the arrangem;’goodwin or going concern value could atpurchaser. This rule clarifies that a pur-
results in agcgleratmg recovery of the tax; ch under any circumstances. The cushaser of assets in an applicable asset ac-
payer’s basis in the. mstallmgznt sale'. Ol ent regulations set out factors that will bguisition is subject to the allocation rules
target WO.UId be subject to th's.teSt WIth 1€ sidered in determining whether goodset out in §81.338-6 and 1.338-7 even if
Spect to its debts new target is deemed [Qy - 4 6ing concern could attach. the transferor in the transaction is treated
assume or take subject to. . Although the current regulations set ou@s transferring something different from

Further, the rule of section 453A "®factors, there are still ambiguities regardthe assets the transferee is treated as re-
quiring payment of interest will apply in ing when goodwill or going concern valueceiving. For example, Rev. Rul. 99-6
the same manner as it would apply if tar ;4 attach. For example, §1.1060{1999-6 |.R.B. 6) concerns the purchase,
get actually sold all its assets in return fo T(b)(2) has been misinterpreted to meahy one person, of all of the interests in a

cnraton et o nd o sy compary i s o
distributed in complete liquidation all the 2SS IS allocated to goodwill or goingfied as a partnership under 3301. 7701-3.

: . ; concern value under the residual method.he revenue ruling sets forth two situa-
consideration received. Under the misinterpretation, a taxpaye#ons and holds that each seller is treated
Tiered targets would be required to filter every bulkas having transferred its interests in the

asset purchase through the residual all@artnership, while each purchaser is
The proposed regulations provide thakation method in order to determindreated as having purchased the assets of

in the case of parent-subsidiary chains @fhether the transaction is subject to se¢be limited liability company. The pro-

corporations making section 338(h)(10}ion 1060. The proposed regulations claiosed regulations make it clear that each
elections, the deemed asset sale at the pay- that a trade or business is present Rurchaser described in Rev. Rul. 99-6
ent level is considered to precede that gbodwill or going concern value could atmust use the residual method prescribed
the subsidiary level. The proposed regugach to the group of assets, regardless #hder §81.338-6 and 1.338-7 to allocate
lations then provide, however, that theyhether any value will eventually be allothe consideration paid for the purchased
deemed liquidation of the subsidiary igated to the residual class (Class VII). assets (provided that the asset transfer
considered to precede the deemed liquida- | addition, the proposed regulation®therwise qualifies as an applicable asset

tion of the parent. provide that the presence of assets in tfgequisition).

nature Of. SEC“OW 197 asse.ts. Is a factor multiple trades or businesses transferred
. . be con5|dere_d in determining Whethe{n a single transaction

The proposed regulations provide thagoodwill or going concern value could at-
the Commissioner may exercise the adach. This clarification recognizes that The current regulations are silent on the
thority granted in section 338(h)(10)-many section 197 assets would have be@noper application of the residual method
(C)(iii) to require the provision of any in- considered part of goodwill or going conto situations when a seller transfers a
formation deemed necessary to carry ogern value at the time Congress enacteptoup of assets that could be categorized
the provisions of section 338(h)(10) bysection 1060. However, the proposeds constituting more than one trade or
requiring submission of information onregulations make it clear that the transfeésusiness. The proposed regulations clar-
any tax reporting form. The IRS andof an isolated section 197 asset will not biéy that, as long as any part of the assets
Treasury are considering requiring thasubject to section 1060. are a trade or business, all of the assets are
the information about the amount and al- The proposed regulations clarify thato be treated as a single trade or business
location of AGUB and ADSP currently an applicable asset acquisition can occtior purposes of applying the residual
submitted on the election form (Formeven if the trade or business is transferradethod. Therefore, the residual method
8023) instead be submitted by the purfrom seller to purchaser in a series of reshould be applied once to all of the assets
chaser and seller(s) separately on their ifated transactions and that the residuélansferred, rather than to blocks of the
come tax returns, and is interested imethod must be applied once to all of thassets separately. This rule is intended to
comments on this approach. assets transferred in a series of relatedduce valuation conflicts regarding how
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much consideration should be allocated téransaction costs Specific requests for comments and
each separate group of assets. By treating matters under study

all of the assets as a single trade or busi- Under the current regulations, consid- _ _
ness, all assets in Classes | through VI c&nation is allocated to each asset to the eA= Examples in the Section 338 and

receive full fair market value allocationte€nt of that asset’s fair market value as Section 1060 Regulations.
before the goodwill of any trade or busilong as there is sufficient consideration to
ness is allocated basis. In addition, thigrovide full allocation of basis to each
rule brings actual asset acquisitions intgsset in the class. The fair market valu - :
conformity with deemed asset acquisilimitation and the residual allocationregmat'ons' The retained examples are

tions by allocating consideration paidnethod of the current regulations do noﬁ(p))gatteec:r;c;nrglf(l)zc; tgigh;nt?;;r;éhgfl?ﬁ:_
i i ingermit costs associated with specific as-~ "’ "~ 2o .
across all assets acquired, without looking p ulations which they illustrate. Some

. . . e
to the trade or business with which thegets to be allocated to those assets. For

. . . examples have been dropped as it was
are associated. example, if a purchaser incurred costs t

acquire an asset and section 1060 did nﬂlOUth that they were unnecessary.

. . (?omments are requested as to whether
apply to the acquisition, the basis of tha ;
any of the retained examples (or new ex-

The proposed regulations incorporat@SSet would be increased to reflect thoss(f:‘mples) are superfluous and whether
two miscellaneous changes addressing i§0Sts. However, the fair market valug,, o oo mples are necessary to illustrate
sues that have arisen under the currefiftitation under the current regulations, . o 1ations.
regulations. First, the proposed regula¥ould limit a purchaser’s basis in the
tions include any covenants entered int@Sset to its fair market value. The proB. Discharge of Indebtedness Income in
between the seller and the purchaser RPsed regulations allow the buyer and the Case of Tiered Targets under
connection with an applicable asset acquseller to adjust their allocation of consid-  Section 338 and the Current
sition as an asset transferred as part ofégation to particular assets for costs in- Regulations.
trade or business even though, to theurred which are specifically identified ] _
seller, the covenant is a contract for sewith those assets. Thus, the total amount 1@Xpayers may inadvertently experi-
vices. As a result, sellers must includéhe seller allocates to an asset for which €€ adverse tax consequences when
any covenants in the asset pool for puincurs specifically identifiable coststNere is intercompany indebtedness owing
poses of applying the residual methodyould be less than its fair market valu@€tWeen tiered targets acquired in the
thus allowing for greater symmetry to beand, for the buyer, greater than its faifame qualified stock purchase. Such con-
achieved between the purchaser anmarket value. The parties are not alloweg€duences might include the realization of
seller. to apportion costs associated generall§iScharge of indebtedness income and

Second, the like-kind exchange rule iwith the overall transaction to specific as¢"'anges o the issue price of the indebted-
the current regulation has been expandegets. A similar rule is not necessary, ang®>>" The latter could affect the total
Under this expanded rule, if an applicablénherefore not included, under section 33gMount of AGUB to be allocated.
asset acquisition includes property that isecause the underlying transaction is a For example, assume that T owns 100
transferred subject to any provision of thgtock sale. Any costs associated with B¢'€&Nt of the stock of T1, T and T1 do
Code or regulations that has the tax effegleemed asset sale are of the type genbgt i€ @ consolidated return, and Tis in-
of section 1031, the tax treatment detely||y associated with the overall sale opebted to T1. Assume also that P acquires
mined under such provision is given efstock and, therefore, the parties would nd Il the stock of T in a qualified stock pur-
fect. The re_s!dual method is then_appllgge allowed to apportion those costs t§ ase and makes section 338 elections for
to the remaining assets and consideratiQfyecific assets under the rule. oth T and T1. Under §1.338-2(b)(4),

The proposed regulations, for the most
part, retain the examples of the current

Miscellaneous changes

exchanged. first old T is considered to sell its assets to
In addition, the proposed regulationdNritten allocation agreements new T, and new T is deemed to assume
no longer separately state the residual al- the debt of old T to old T1. Next, old T1

location method. Instead, proposed After the current regulations werejs deemed to sell its assets to new T1.
§1.1060-1 incorporates the residugtdopted, Congress amended section 108w T1 thus may be considered to ac-
method by cross reference to propose@ provide that a written agreement alloguire debt owed by new T (to old T1) at a
regulations §§1.338-6 and 1.338-7. Pr&ating purchase price is binding on botfime when new T1 is related to new T.
posed regulation §1.1060—1 only sets olparties. See section 1060(a). The legisla- Under section 108(e)(4), this may trig-
rules in which the treatment of an actudive history indicates that parties must reger discharge of indebtedness income for
asset acquisition differs from the treatPort consistent with their agreed-upon alnew T if new T1's adjusted basis in the
ment of a deemed asset acquisition. BY{pcations, unless the parties are able tcquired debt is less than the amount of
cross-referencing the section 338 reguldefute the agreement under the standardse debt (see §1.108-2(f)(1)). That might
tions rather than separately stating theet forth inCommissioner v. Danielson,occur when the T stock is purchased
residual method, the proposed regulatior3/8 F.2d 771 (3d Cir.), cert. denied, 389artly for contingent consideration not
ensure that deemed and actual asset 4&S. 858 (1967). The proposed regulasriginally taken into account in AGUB. A
quisitions will be treated similarly to thetions incorporate the Danielson standardariety of similar issues may arise under
extent possible. by reference. §1.1502-13(9).
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The IRS and Treasury solicit commentsreated for all purposes as a Class V asseginder, to Class IV assets, and then, if
on whether the application of section(or Class Il if publicly traded)—in other there is any remainder, to Class V assets.
108(e)(4) and §1.1502-13(qg) is appropriwords, such entities would not participatd he allocations thus made to individual
ate in these circumstances and how orie the aggregation. Class | through V assets would be the
might best address these consequences. The method would thereafter switchfinal, binding allocations to them.
back to the normal top-down system for In the third step, if there were no
allocation to assets in Classes VI and VIiamount of the total basis remaining to be
because the process of dividing up thallocated to Class VI and VIl assets, one
amount allocated to the aggregate goodavould proceed to determine the basis in
will of all the targets under the residuabubsidiary target stock. If the aggregate
In general method would be antithetical to the notio@mount assigned to all the subsidiary’s

that goodwill is best valued by looking atClass | through V assets pursuant to the

The IRS and Treasury are studyingvhat value is left over rather than beingecond step above exceeded the amount
ways of addressing the allocation okeparately valued, and because both Cla@kthe subsidiary’s liabilities, then the
ADSP and AGUB in the case of tiered tary| and VIl assets generally get the samamount of the excess would become its
gets making section 338 elections. Sef5 year amortization period pursuant t@arent's basis in that subsidiary’s stock.
forth below is the framework for one po-section 197—hence determining which of If the aggregate amount were, however,
tential method that would equalize thqhose two classes or assets within thl@SS than the |IabI|ItIeS, then the stock
amount of impairment for assets in &|asses receives a given dollar of basis Aasis would be zero. A subissue is
given class without regard to which targefe|atively insignificant. whether in such case other action should
corporation owns the assets. This method ap jssue in applying the method is how@lso be taken: whether, in the case of a
uses a lookthrough approach. The, treat liabilities owed by one groupconsolidated group, an excess loss ac-
method is incomplete, raises difficult is{hember to another. The IRS and Tregount should be created equal to the
sues, and is more complicated than tr’@ry request comments as to whether su@mount of the shortfall; and whether, if
current rules. For these reasons, the preapilities should be treated for all alloca-the tiered entities do not join in filing a
posed regulations do not adopt thgg, purposes as not debt but as stock gpnsolidated return but other nonconsoli-
method. However, the IRS and Treasunf,a debtor-member held by the creditordated investment adjustment rules apply,
request comments as to the value and feﬁfember, and whether to do so even if thiture positive basis increases should be
sibility of the method; how best to resolve. o ditor-member is a subsidiary of th&lenied to the extent of the excess loss ac-
its issues; and what alternative aPgebtor-member. count that would have been created under
proaches might be better. For instance, One possible method of implementindhe method had they been filing consoli-
would it be better to have a complicateq e method is set forth in greater detaif,jated' The rule could apply, for example,

C. Ideas for Revision of Application of
the Residual Method of Allocation
under Section 338 in the Case of
Tiered Targets.

special method such as that describ low. to increases in basis of controlled foreign
below that operates in every case of tiered corporations for undistributed earnings
targets or, as the proposed regulations dBpssible method of implementation of théaxed currently under subpart F.

retain the approach of the current reguldeokthrough approach Under the method, if there were an
tions with the addition of an anti-abuse amount of the total ADSP or AGUB re-

rule, the goal of which is to restrict move- The first step under the method woulgnaining to be allocated to Class VI and
ment of assets in advance of the qualifieBe to calculate the total amount to be allog|| assets, then one would proceed to al-
stock purchase undertaken to benefit frofated (ADSP and AGUB). Under thejgcate basis to Class VI and VIl assets. At
the shortcomings of the current top-dowrnethod, this would be the sum of (a) thenis point, the aggregating of members’
rules? amount realized or basis, as appropriatgssets into joint classes would be aban-

Essentially, the lookthrough approact®f the parent target stock (grossed-up &foned and the method would revert to a
referred to above would revise the trea@ppropriate to reflect stock not recentlyop-down system similar to that of current
ment of Classes | through V (referring tdPurchased, etc.) and (b) liabilities. rules. The process is top-down in that any
the class numbering system of the pro- In the second step, all Class | throughasis not already allocated to the parent
posed regulations). In allocating to thes€lass V assets in the parent target angrget’s Class | through V assets (other
senior classes, the tiered targets would Is¢ibsidiary targets (other than stock ofhan subsidiary target stock) would be al-
aggregated for purposes of calculating theubsidiary targets) would be combinedocated among its Class VI and VII assets
overall purchase price and allocating thanto aggregate Classes I, Il, Ill, IV, and Vand subsidiary target stock, then the sub-
amount among the individual assets. Thishen, the total basis would be allocatedidiary target would in turn make its own
rule would apply to a target (referred to agas basis is under the current system, eatocation of its own basis among its own
the parent target) and to those of its lowerept that the allocation would be acros€lass VI and VIl assets and any stock it
tier subsidiaries for which a section 33&uch joint classes, not merely within indiimight own in other subsidiary targets.
election is also made (referred to as subidual members) first to Class | assets, Certain adjustments, as yet undeter-
sidiary targets). Stock in subsidiaries fothen, if there is any remainder, to Class Ihined, would have to be made to this
which section 338 elections are not oassets, then, if there is any remainder, toethod for minority interests outstanding
cannot be made would continue to b€lass Il assets, then, if there is any ren subsidiaries.
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Possible disadvantages of the method apply to qualified stock purchases or aphas also been submitted to and approved
plicable asset acquisitions occurring on doy the Office of Management and Budget.
The method has drawbacks: after the date that final regulations ar&\Vith respect to Form 8594, the IRS esti-
(1) Complexity. The method is more o pished in théederal Register. mated that 20,000 forms would be filed
complicated than the e?<|st|ng rules. , each year and that each taxpayer would
When, for example, there is a subsequeBpecial Analyses require 12.25 hours to comply. These es-

change in the amount of a liability of a i ) . ;
subsidiary target that changes the amount !t has been determined that this noticlimates have been made available for pub-
lic comment and no public comments

of AGUB or ADSP, under the method oné®f Proposed rulemaking is not a signifi- .
would recalculate the allocations to all th&@nt regulatory action as defined in Exec?ave been received. These proposed reg-

assets of the parent target and all subtive Order 12866. Therefore, a reguladlations do not impose new requirements
sidiary targets, not just the assets of tHi@y assessmentis not required. An initi?" small businesses and, in fact, should
indebted subsidiary target and its owRegulatory flexibility analysis has.beenles_sgn any difficulties associated with the
subsidiary targets. prepared pursuant to 5 U.S.C. section 602isting reporting requirements by clari-
Also, questions arise regarding subsdor the collections of information in this fying the rules associated with deemed
quent changes in AGUB and ADSP, withfreasury Decision. The analysis is seind actual asset acquisitions. .
respect to subsidiary targets already digorth below under the heading “Initial The collections of information require
posed of. What if, for instance, at théegulatory Flexibility Analysis.” Pur- taxpayers to file an election in order to '
time of a subsequent adjustment to AGUBUant to section 7805(f) of the Code, thedgeat a stock sale as an asset sale. In addi-
of the stock of a particular subsidiary tarCounsel for Advocacy of the Small Busi-garding the amount of consideration allo-
get—should one change the allocation t8€sS Administration for comment on itscated to each class of assets under the
that former subsidiary’s assets? Sepampact on small business. residual method. The professional skills

rately, in determining whether AGUB or that would be necessary to make the elec-

. Initial Regulatory Flexibility Analysi i i i
ADSP has changed, should one take into tial Regulatory Flexibility Analysis tion or allocate the consideration would
be the same as those required to prepare a

account changes in the amount of liabili- This regulatory action is intended to wurm for th I busi
ties of former subsidiary targets? Howsimplify and clarify the current rules re- gg;s?(;er:tiirr?svasusil\?::i) limiting the
would the group be made aware of suciating to both deemed and actual asset ac- 9 9

changes? quisitions. The current rules were devel[eportmg requirements under section 1060

(2) Lack of inside-outside basis C0nf0f'oped over a long period of time and havto trades or businesses meeting a threshold

mity. The current system, although it tol-heen repeatedly amended. The IRS ar‘1ee Vel of business activity. However, any

erates large disparities in the allocation$reasury believe these proposed regul%l_reshold derived without further informa-

to identical assets based on location, agons will significantly improve the clarity (" Would be arbitrary. Instead, the pro-
sures conformity between stock basis angk the rules relating to both deemed anB° sed regulations authorize the Commis-
net asset basis. The look-through apctual asset acquisitions. sioner to gxclude gerta|n transactions from
proach does so only in a consolidated set- The major objective of the proposec}he reporting requirements.

tlng (emp|0y|ng excess IOSS accounts tfégulations iS to m0d|fy the I’u|eS fOl’ a”O'Comments and Pubhc Hearing
do so). o cating purchase price in both deemed and
(3) The method would not eliminate allactyal asset acquisitions. In addition, the Before these proposed regulations are

allocation disparities.The method would proposed regulations replace the generaflopted as final regulations, considera-
not completely eliminate disparate allocagjes for electing to treat a stock sale as dion will be given to any written com-
tions based on location within the acyxgset sale. ments (a signed original and eight (8)
quired group, because it applies only to These collections of information maycopies) that are timely submitted to the
tiered targets. Similar disparities camffect small businesses if the stock of $RS. The IRS and Treasury request com-
exist in acquisitions of sister corporation%orporation which is a small entity is acments on the clarity of the proposed rule
or in mixed stock and asset purchasegyired in a qualified stock purchase or if @nd how it may be made easier to under-
The method does not include a mecharage or business which is also a smasitand. All comments will be available for
nism for equalizing basis impairment inysiness is transferred in a taxable trangublic inspection and copying.
such cases. Thus, the method would ngktion, Form 8023 (on which an election A public hearing has been scheduled
fully solve the disparity problem. (Note,iq treat a stock sale as an asset salefiy October 12, 1999, beginning at 10
however, that the new anti-abuse rule ingieq) has been submitted to and approvealm. in the NYU Classroom, Room 2615,
cluded n the proposed regulations Mayy the Office of Management and Budgetinternal Revenue Service Building, 1111
operate in some cases.) With respect to Form 8023, the IRS estiConstitution Avenue, NW, Washington,
mated that 201 forms would be filed eacC. Due to building security procedures,
year and that each taxpayer would requingsitors must enter at the 10th Street en-
The regulations are proposed to be eft2.98 hours to comply. Form 8594 (orirance, located between Constitution and
fective on the date that final regulationsvhich a sale or acquisition of assets corRennsylvania Avenues, NW. In addition,
are published in thEederal Registerand stituting a trade or business is reportedll visitors must present photo identifica-

Proposed Effective Date
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tion to enter the building. Because of acfor 1.338(b)-1, 1.338(b)-3T, and 1.1060€12) Qualified stock purchase.
cess restrictions, visitors will not be ad41T and by adding entries in numerica(13) Related persons.

mitted beyond the immediate entrancerder to read in part as follows:

area more than 15 minutes before the Authority: 26 U.S.C. 7805 * * *
hearing starts.
having your name placed on the building).S.C. 337(d), 338, and 1502.

(14) Section 338 election.

(15) Section 338(h)(10) election.
For information abouSection 1.338-6 also issued under 2@.6) Selling group.

(17) Target; old target; new target.

access list to attend the hearing, see ti8ection 1.338-7 also issued under 2@8) Target affiliate.

“FOR FURTHER INFORMATION U.S.C. 337(d), 338, and 1502.
CONTACT” section of this preamble.  Section 1.338-8 also issued under 2@l)
The IRS recognizes that persons ouy.S.C. 337(d), 338, and 1502.
side the Washington, DC, area may alsgection 1.338-9 also issued under 2@)
wish to testify at the public hearingu.s.cC. 337(d), 338, and 1502.
through teleconferencing. Requests to irsection 1.338-10 also issued under 2@)
clude teleconferencing sites must be rej.s.C. 337(d), 338, and 1502.* * *
ceived by September 20, 1999. If the IRSection 1.1060-1 also issued under 26)
receives sufficient indications of interesy.s.c. 1060.* * * (i)
to warrant teleconferencing to a particular pgr. 2. Sections 1.338-0 through
city, and if the IRS has teleconferencing 338-3 are revised to read as follows: (iii)
facilities available in that city on the date _ _ (iv)
the public hearing is to be scheduled, thg1.338-0 Outline of topics. (v)
IRS will try to accommodate the requests. __ . L . . )
This section lists the captions containe

The IRS will publish the locations of any. th lati d tion 338 2
teleconferencing sites in an announcdl "€ regulations under section a

ment in the~ederal Register. follows:
The rules of 26 CFR 601.601(61)(3)§1_338_1 General principles: status of (4)

apply to the hearing. Persons who wish tgq target and new target.
present oral comments at the hearing must (i)

request to speak, and submit written con{a) In general. (ii)
ments and an outline of the topics to b€l) Deemed transaction. (iii)
discussed and the time to be devoted (@) Application of other rules of law.  (jy)
each topic (a signed original and eight (8)3) Overview. (v)

copies) by September 20, 1999. A periob)
of ten minutes will be allocated to each
person for making comments. An agenda
showing the scheduling of the speaker§l)
will be prepared after the deadline for re¢2)
ceiving outlines has passed. Copies of th@)
agenda will be available free of charge at
the hearing. (c)

Treatment of target under other progy;)
visions of the Internal Revenue
Code.
General rule for subtitle A.
Exceptions for subtitle A.

. a)
General rule for other provisions O#(b)
the Internal Revenue Code.
Anti-abuse rule.

1)
. . (1) In general.
Drafting Information (2) Examples, 8)

The principal authors of these propose

regulations are Richard Starke an . . . (ii
Stephen R. Wegener, Office of the ASSisr_nechanlcs of the section 338 election. 3

1.338-2 Nomenclature and definitions;(??_)

tant Chief Counsel (Corporate). How-a) Scope.
ever, other personnel from the IRS an(b) Nomenclature. 0
Treasury Department participated in theifc) Definitions. (ii)
development. (1) Acquisition date. (iii)
x % % % % (2) Acquisition date assets.
(3) Affiliated group.
Proposed Amendments to the Regulatio(d) Common parent. (iv)
) (5) Consistency period. 4)
Accordingly, 26 CFR parts 1 and 6025\ Deemed asset sale. 0
are proposed to be amended as follows: (7) Deemed sale gain. (ii)
PART 1-INCOME TAXES (8) Deemec_i sale return. (5)
(9) Domestic corporation. 0)
Paragraph 1. The authority citation fo10) Old target's final return. (i)

part 1 is amended by removing the entrigd1) Purchasing corporation.
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(19) 12-month acquisition period.

Time and manner of making elec-
tion.

Special rules for foreign corpora-
tions or DISCs.

Elections by certain foreign pur-
chasing corporations.

General rule.

Quialifying foreign purchasing cor-
poration.

Qualifying foreign target.

Triggering event.

Subject to United States tax.
Acquisition period.

Statement of section 338 may be
filed by United States shareholders
in certain cases.

Notice requirement for U.S. persons
holding stock in foreign market.
General rule.

Limitation.

Form of notice.

Timing of notice.

Consequence of failure to comply.
Good faith effort to comply.

81.338-3 Quialification for the section
338 election.

Scope.

Rules relating to qualified stock pur-
chases.

Purchasing corporation requirement.
Purchase.

Definition.

Purchase of target.

) Purchase of target affiliate.

Acquisitions of stock from related
corporations.

In general.

Time for testing relationship.

Cases where section 338(h)(3)(C)
applies—acquisitions treated as pur-
chases.

Examples.

Acquisition date for tiered targets.
Stock sold in deemed asset sale.
Examples.

Effect of redemptions.

General rule.

Redemptions from persons unre-
lated to the purchasing corporation.
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(i)

(A) General rule. (1)

(B) Exception for certain redemptions(z)
from related corporations. Q)

(iv) Examples. (ii)

(c) Effect of post-acquisition events Omiii)
eligibility for section 338 election. <)

(1) Post-acquisition elimination of tar-
get. (d)

(2) Post-acquisition elimination of the
purchasing corporation. (1)

(3) Consequences of post-acquisitiorqz)
elimination of target.

(i) Scope. (3)

(i) Continuity of interest. (i)

(iif) Control requirement. (ii)

(iv) Example. (iii)

§1.338-4 Aggregate deemed sale price;(gl))

various aspects of taxation of the deeme%l)

asset sale. )

(&) Scope. (3)

(b) Determination of ADSP. ()

(1) General rule.

(2) Time and amount of ADSP. )

(i) Original determination.

(i) Redetermination of ADSP.

(i) Example.

(c) Grossed-up amount realized on th )
sale to the purchasing corporation o ;)
the purchasing corporation’s re- .)
cently purchased target stock. (!?

(1) Determination of amount. E::l))

(2) Example. (b)

(d) Liabilities of old target.

(1) In general. (1)

(2) Time and amount of liabilities.

(3) Interaction with deemed sale gain. @)

(e) Calculation of deemed sale gain.

() Other rules apply in determining(ii)

(g) Examples. (iv)

(h) Deemed sale of target affiliate stock(v)

(1) Scope. (vi)

(2) Ingeneral. (vii)

(3) Deemed sale of foreign target aﬁili-(g)
ate by a domestic target.

(4) Deemed sale producing effectivelyc)
connected income.

(5) Deemed sale of insurance compang)
target affiliate electing under section
953(d). (2

(6) Deemed sale of DISC target affiliate(3)

(7) Anti-stuffing rule.

(8) Examples.

Redemptions from the purchasing1.338-5 Adjusted grossed-up basis. (i)

corporation or related persons dur;
ing 12 isiti i ()
g 12-month acquisition period.

(b)

September 7, 1999

Scope. (i)
Determination of AGUB.
General rule. (iii

(4)

Time and amount of AGUB.
Original determination.
Redetermination of AGUB.
Examples.

(d)

Scope.

Determination of hypothetical pur-
chase price.

Allocation of AGUB.

Liabilities taken into account in de-
termining amount realized on subse-
quent disposition.

Examples.

Grossed-up basis of recently purgy 3387 Allocation of redetermined

chased stock.
Basis of nonrecently purchased
stock; gain recognition election. (@)
No gain recognition election. (b)
Procedure for making gain recogni-
tion election. (c)
Effect of gain recognition election. (1)
In general.

Basis amount.

Losses not recognized.
Stock subject to election.

(@)

Liabilities of new target. (i)
In general.

Time and amount of liabilities. (ii)
Interaction with deemed sale gain. (a)
Adjustments by the Internal Rev-
enue Service. (B)

Examples.

§1.338-6 Allocation of ADSP and AGUB(C)
among target assets. 3)

Scope. (d)
In general. (1)
Fair market value.

In general. )

Transaction costs.
Internal Revenue Service authority.

ADSP and AGUB among target assets.

Scope.

Allocation of redetermined ADSP
and AGUB.

Special rules for ADSP.

Increases or decreases in deemed
sale gain taxable notwithstanding
old target ceases to exist.
Procedure for transactions in which
section 338(h)(10) is not elected.
Deemed sale gain included in new
target’s return.

Carryovers and carrybacks.

Loss carryovers to new target tax-
able years.

Loss carrybacks to taxable years of
old target.

Credit carryovers and carrybacks.
Procedure for transactions in which
section 338(h)(10) is elected.
Special rules for AGUB.

Effect of disposition or depreciation
of acquisition date assets.

Section 38 property.

Examples.

General rule for allocating ADSP 81.338-8 Asset and stock consistency.

and AGUB.

Reduction in the amount of consid{&)
eration for Class | assets.
Other assets. (2)
In general. (3)
Class Il assets. (4)
Class lll assets.

Class IV assets. %)
Class V assets.

Class VI assets. (6)
Class VIl assets. (b)
Other items designated by the Inter(l)
nal Revenue Service. 2)
Certain limitations and other rules(c)
for allocation to an asset.

Allocation not to exceed fair market(1)
value. (2)
Allocation subject to other rules.
Special rule for allocating AGUB (3)
when purchasing corporation has
nonrecently purchased stock. 4)

362

Introduction.

Overview.

General application.

Extension of the general rules.
Application where certain dividends
are paid.

Application to foreign target affili-
ates.

Stock consistency.

Consistency for direct acquisitions.
General rule.

Section 338(h)(10) elections.

Gain from disposition reflected in
basis of target stock.

General rule.

Gain not reflected if section 338
election made for target.

Gain reflected by reason of distribu-
tions.

Controlled foreign corporations.
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()

Gain recognized outside the consolifA)

(i) Gain and loss offsets.

Purchase by conduit.

dated group. (B) Purchase of conduit by corporation.(iii) Procedure for filing a combined re-
(d) Basis of acquired assets. (C) Purchase of conduit by conduit. turn.
(1) Carryover basis rule. (4) Conduit. (iv) Consequences of filing a combined
(2) Exceptions to carryover basis rulg5) Existence of arrangement. return.
for certain assets. (6) Predecessor and successor. (5) Deemed sale excluded from pur-
(3) Exception to carryover basis rule foi) Persons. chasing corporation’s consolidated
de minimisassets. (i) Assets. return.
(4) Mitigation rule. (7) Examples. (6) Due date for old target’s final return.
() General rule. ) (i) General rule.
(i) Time for transfer. §1-3_38_9 International aspects of (i) Application of §1.1502-76(c).
(e) Examples. section 338. (A) Ingeneral.
(1) Ingeneral. (@ Sco (B) Deemed extension.
: _— pe. - )
(2) Direct gch|S|t|on§. _(b) Application of section 338 to for- (C) Erroneous filing of deemed sale re
() Extension of consistency to indirect eign targets turn.
acquisitions. (1) In ' (D) Erroneous filing of return for regu-
. general.
Eg ggr?éjrua(itz?é (2) Ownership of FT stock on the acqui—(E) lfgst?)égtiafgr payment of tax
; " sition date. '
(3) Basis of acquired assets. (3) Carryover FT stock. (7) Examples.
(4) Examples. () Definition (b) Walve_r. N
(9) Extension Qf pon5|stency If divi- (iiy Carryover of earnings and profits. ) Cer_tgm ?ddltlons to tax.
dends qualifying for 100 percent(iii) Cap on carryover of earnings ancE ) Notification.
dividends received deduction are P y 9 3) Elections or other actions required
paid profits. to be specified on a timely filed re-
' . ... (iv) Post-acquisition date distribution of
(1) General rule for direct acquisitions : ' turn.
old FT earnings and profits.
from target, (v) Old FT earnings and profits unaf-;: In general. : :
(2) Other direct acquisitions having 9 prot i) New target in purchasing corpora-
same effect fected by post-acquisition date " iong consolidated return.
. o deficits.
4) Examples.
Eig :En)((j;rn(:(;:;:qwsnlons. (vi) Character of FT stock as carryover( ) P
. ' - FT stock eliminated upon disposi-§1.338(h)(10)-1 Deemed asset sale and
(h) Consistency for target affiliates that tion liquidation
are controlled foreign corporations. " Lo g '
(1) Ingeneral. (4) Passive Lorelgn investment com—(a) Scope
. . pany stock. S
2) Ir?com-e.or gain resulting from assezc) Dividend treatment under section(b) Def|n|t|9ns.
dispositions. 1248(e) (1) Consolidated target.
(i) Generalrule. - . (2) Selling consolidated group.
. : . All f f .
(if) Basis of controlled foreign corpora- @ ocation of foreign taxes (3) Selling affiliate; affiliated target.
: (e) Operation of section 338(h)(16). .
_ tion stqck. [Reserved] (4) S corporation target
(iii) Operating rule. (O  Examples (5) S corporation shareholders.
(iv) Increase in asset or stock basis. ples. (6) Liquidation.
(3) Stock issued by target affiliate thatgq 338-10 Filing of returns. (c) Section 338(h)(10) election.
is a controlled foreign corporation. (1) Ingeneral.
(4) Certain distributions. (@) Returns including tax liability from (2)  Simultaneous joint election require-
(i) Generalrule. deemed asset sale. ment.
(i) Basis of controlled foreign corpora-(1) In general. (3) Irrevocability.
tion stock. (2) Old target's final taxable year other{4) Effect of invalid election.
(iii) Increase in asset or stock basis. wise included in consolidated retur(d) Certain consequences of section
(5) Examples. of selling group. 338(h)(10) election.
(i) [Reserved] (i) Generalrule. (1) P
() Anti-avoidance rules. (i) Separate taxable year. (2) NewT.
(1) Extension of consistency rules. (iii)y Carryover and carryback of tax at-(3) Old T—deemed sale.
(2) Qualified stock purchase and 12- tributes. (i) Ingeneral.
month acquisition period. (iv) Old target is a component membe(ii) Tiered targets.
(3) Acquisitions by conduits. of purchasing corporation’s con-(4) OIld T and selling consolidated
(i) Asset ownership. trolled group. group, selling affiliate, or S corpora-
(A) General rule. (3) Old targetis an S corporation. tion shareholders—deemed liquida-
(B) Application of carryover basis rule. (4) Combined deemed sale return. tion; tax characterization.
(i) Stock acquisitions. (i) Generalrule. (i) Ingeneral.
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(iiy Tiered targets. ties. (Such transaction is, without regarthted to old target for purposes of subtitle
(5) Selling consolidated group, sellingto its characterization for Federal incom@e\ of the Internal Revenue Code. Thus—
affiliate, or S corporation sharehold-tax purposes, referred to as the deemed(i) New target is not considered related

ers. asset sale and the income tax cons& old target for purposes of section 168
(i) Ingeneral. guences thereof as the deemed sale gaiar)d may make new elections under sec-
(i) Basis and holding period of T stocklf a section 338(h)(10) election is madetion 168 without taking into account the
not acquired. old target is also deemed to liquidate folelections made by old target; and
(i) T stock sale. lowing the deemed asset sale. (i) New target may adopt, without ob-

(6) Nonselling minority shareholders (2) Application of other rules of law. taining prior approval from the Commis-
other than nonselling S corporatiorOther rules of law apply to determine thesioner, any taxable year that meets the re-

shareholders. tax consequences to the parties as if theyuirements of section 441 and any
(i) Ingeneral. had actually engaged in the transactionsethod of accounting that meets the re-
(i) T stock sale. deemed to occur under section 338 amglirements of section 446. Notwithstand-
(iif) T stock not acquired. the regulations hereunder except to thiag §1.441-1T(b)(2), a new target may
(7) Consolidated return of selling con-extent otherwise provided in the regulaadopt a taxable year on or before the last

solidated group. tions hereunder. See also §1.338-6(c)(2)ay for making the election under section
(8) Availability of the section 453 in- Other rules of law may characterize th&38 by filing its first return for the desired

stallment method. transaction as something other than or itraxable year on or before that date.
(i) Indeemed asset sale. addition to a sale and purchase of assets;(2) Exceptions for subtitle ANew tar-
(i) In deemed liquidation. however, it must be a taxable transactiomget and old target are treated as the same
(9) Treatment consistent with an actuaror example, if target is an insuranceorporation for purposes of—

asset sale. company for which a section 338 election (i) The rules applicable to employee
(e) Examples. is made, the deemed asset sale would benefit plans (including those plans de-
(H Inapplicability of provisions. characterized and taxed as an assumpticstribed in sections 79, 104, 105, 106, 125,
(g) Required information. reinsurance transaction under applicabl&27, 129, 132, 137, and 220), qualified

Federal income tax law. See 8§1.817-4(djpension, profit-sharing, stock bonus and
(3) Overview. Definitions and special annuity plans (sections 401(a) and
nomenclature and rules for making th&03(a)), simplified employee pensions
section 338 election are provided in(section 408(k)), tax qualified stock op-
81.338-2. Qualification for the sectiontion plans (sections 422 and 423), welfare
(a) In general—(1) Deemed transac- 338 election is addressed in §1.338-dienefit funds (sections 419, 419A,
tion. Elections are available under secThe amount for which old target is treate®12(a)(3), and 4976), voluntary employee
tion 338 when a purchasing corporatioras selling all of its assets (the aggregateenefit associations (section 501(c)(9)
acquires the stock of another corporatiodeemed sale price, or ADSP) is addresseahd the regulations thereunder);
(the target) in a qualified stock purchasen §1.338-4. The amount for which new (ii) Sections 1311 through 1314 (relat-
One type of election, under sectiortarget is deemed to have purchased all itsg to the mitigation of the effect of limi-
338(g), is available to the purchasing corassets (the adjusted grossed-up basis, tations) if a section 338(h)(10) election is
poration. Another type of election, undeAGUB) is addressed in §1.338-5. Secnot made for target;
section 338(h)(10), is, in more limited cir-tion 1.338—6 addresses allocation both of (iii) Section 108(e)(5) (relating to the
cumstances, available jointly to the purADSP among the assets old target iseduction of purchase money debt);
chasing corporation and the sellers of thdeemed to have sold and of AGUB among (iv) Section 45A (relating to the Indian
stock. (Rules concerning eligibility forthe assets new target is deemed to hatnployment Credit), section 51 (relating
these elections are contained in 88 1.33&urchased. Section 1.338-7 addresses #&i-the Work Opportunity Credit), section
2, 1.338-3, and 1.338(h)(10)-1.) Aldocation of ADSP or AGUB when those51A (relating to the Welfare to Work
though target is a single corporation undeamounts change after the close of new taGredit), and section 1396 (relating to the
corporate law, if a section 338 election iget’s first taxable year. Asset and stocEmpowerment Zone Act);
made, then two separate corporations, ottbnsistency are addressed in §1.338-8. (v) Sections 401(h) and 420 (relating to
target and new target, generally are connternational aspects of section 338 armedical benefits for retirees);
sidered to exist for purposes of subtitle Aovered in §1.338-9. Rules for the filing (vi) Section 414 (relating to definitions
of the Internal Revenue Code. Old targeif returns are provided in §1.338-10. Eliand special rules); and
is treated as transferring all of its assets wibility for and treatment of section (vii) Any other provision designated in
an unrelated person in exchange for cor338(h)(10) elections is addressed ithe Internal Revenue Bulletin by the Inter-
sideration that includes the assumption 0§1.338(h)(10)-1. nal Revenue Service. See §8601.601(d)-
or taking subject to, liabilities, and new (b) Treatment of target under other pro-(2)(ii) of this chapter (relating to the Inter-
target is treated as acquiring all of its asfisions of the Internal Revenue Cedfl) nal Revenue Bulletin). See §1.1001-
sets from an unrelated person in exchanggeneral rule for subtitle A.Except as 3(e)(4)(F) providing that an election under
for consideration that includes the asprovided in this section, new target isection 338 does not result in the substitu-
sumption of or taking subject to liabili- treated as a new corporation that is unréion of a new obligor on target’s debt.

81.338(i)-1 Effective dates.

§1.338-1 General principles; status of
old target and new target.
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(3) General rule for other provisions oftarget is a member or owned by new ta81.338—2 Nomenclature and definitions;
the Internal Revenue CodeExcept as get but held or used to more than an imnechanics of the section 338 election.
provided in the regulations under sectiogignificant extent in connection with an i , )

338 or in the Internal Revenue Bulletin byactivity conducted, directly or indirectly, (&) SCOPe.This section prescribes rules
the Internal Revenue Service (seby another member of the affiliated groug€!ating to elections under section 338,
§601.601(d)(2)(ii) of this chapter), newof which new target is a member in com- (°) Nomenclature.For purposes of the
target is treated as a continuation of ol@ination with other property acquired, diegulations under section 338 (except as
target for purposes other than subtitle A ofectly o indirectly, from the transferor of ®Nerwise provided): _
the Internal Revenue Code. For exanthe property (or a member of the same af- (1) T iS @ domestic target corporation
ple— filiated group) to old target. For pur-_that has only one class of stqck outstgnd—

(i) New target is liable for old target's poses of this paragraph (c)(1), an intereft9: Old T refers to T for pe'rlods ending
Federal income tax liabilities, includingin an entity is considered held or used if"" " before the close of T's acquisition
the tax liability for the deemed sale gaifzonnection with an activity if property of 0at€: New T refers to T for subsequent
and those tax liabilities of the other memthe entity is so held or used. The authoperiods.. _ _
bers of any consolidated group that inty under this paragraph (c)(L) includes () P IS the purchasing corporation.
cluded old target that are attributable tghe making of any necessary correlative (5) The P groupis an affiliated group of

taxable years in which those corporationgdjustments. which P'is a member. _
and old target joined in the same consoli- (2) Examples.The following examples . 4) El, P2, etc.,bare d?n;eslgc corpora-
dated return (see §1.1502-6(a)); illustrate this paragraph (c): tions that are members of the P group.

(i) Wages earned by the employees of (5) T1, T2, etc., are domestic corpora-

old target are considered wages earned byExample 1. Prior to a qualified stock purchasetions that are target affiliates of T. These
such employees from new target for pulgnder section 338, target transfers one of its assetsdggrporations (T1, T2, etc.) have only one

. a related party. The purchasing corporation the lass of stock outstanding and mav also
poses of sections 3101 and 3111 (Federﬁ[rchases the target stock and also purchases %e 9 y

Insurance Contributions Act) and sectioRansferred asset from the related party. After it9¢ targets.

3301 (Federal Unemployment Tax Act)purchase of target, the purchasing corporation and (6) S is @ domestic corporatiqn (unre-
and target are members of the same affiliated group. kated to P and B) that owns T prior to the

(iii) Old target and new target must uséection 338 election is made. Under an arrangemeptirchase of T by P. (S is referred to in

. e . ith th h ) t ti t th i i it i
the same employer identification number,. | \|'c PUrchaser, rarget continues fo use e Segases in which it is appropriate to con-
. tately transferred asset to more than an msgmﬁcargider the effects of having all of the out-
(c) Anti-abuse rule—(1) In general. gyent in connection with its own activities. Apply- 9

For purposes of applying the residuaihg the anti-abuse rule of this paragraph (c), thetanding stock of T owned by a domestic
method of §81.338-0 through 1.338—10Gommissioner may consider target to own the tran€orporation.)

1.338(h)(10)-1, and 1.338(i)-1, the Comf_erred as§et for purposes of applying section 338 and (7) A, a U.S. citizen or resident, is an
missioner is authorized to treat any prop!® alocation rules. individual (unrelated to P and B) who

. . Example 2.Target (T) owns all the stock of T1. ;
erty (including cash) transferred by OldTl leases intellectual property to T, which T uses ,owns T prior to the purchase of T by P.

i, . : o
target in connection with the transactiongonnection with its own activities. P, a purchasingA IS r_Eferred toin cases in which it is ap-
resulting in the application of the residuatorporation, wishes to buy the T-T1 chain of corpoPropriate to consider the effects of having
method as, nonetheless, property of targetions. P, in connection with its planned purchasall of the outstanding stock of T owned by
at the close of the acquisition date if th@&f the T stock, contracts to consummate a purchagg individual who is a U.S. citizen or resi-

property so transferred, within 24 month§f all the stock of T1 on‘March 1 and pf all the stoclﬁent_ Ownership of T by Aand ownership
. of T on March 2. Section 338 elections are there-f T by S are mutually exclusive circum
after the deemed asset sale, is owned Qb(er made for both T and T1. Immediately after thé) y = are mutually exclusive circum-

new target, or is owned, directly or indi-purchases, P, T and T1 are members of the same Sf2NCES.)

rectly, by a member of the affiliated grougiliated group. T continues to lease the intellectual (8) B, a U.S. citizen or resident, is an
of which new target is a member and corfroperty from T1 and to use the property to morgndividual (unrelated to T, S, and A) who
tinues after the election to be held or usetaan an insignificant extent in connection with itsy\vns the stock of P.

L . _own activities. Thus, an asset of T, the T1 stock, . .
to more than an insignificant extent Myas removed from T ‘s own assets prior to the quali- (9) F, used as a prefix with the other

connection with one or more of the activified stock purchase of the T stock, T1's own asset€IMS in this paragraph (b), connotes for-
ties of new target. The Commissioner iare used after the deemed asset sale in connect®igN, rather than domestic, status. For
authorized to treat any property (includwith T's own activities, and the T1 stock is after theexample, FT is a foreign corporation (as
ing cash) transferred to old target in condéemed asset sale owned by P, a member of tgfined in section 7701(a)(5)) and FA is
nection with the transactions resulting irga™e affiiated group of which Tis a member. Abop jngividual other than a U.S. citizen or
h licati f1h idual thod %Iymg the anti-abuse rule of this paragraph (c), theesident
€ applicaton o e residual method axommissioner may, for purposes of application of : . .
nonetheless, not being property of targekction 338 both to T and to T1, consider P to have (10) CFC, used as a prefix with the
at the close of the acquisition date if théought only the stock of T, with T at the time of theother terms in this paragraph (b) referring
property so transferred by the transfergtualified stock purchases of both T and T1 (th¢o a corporation, connotes a controlled
is, within 24 months after the deemedéuz'r':sg :;‘I’gk E(‘j‘;crhsa:c‘i_g;% gec:][‘%g'gggfs(; Ey tnh?oreign corporation (as defined in section
u | wni . . .
asset salg, not ow_neq by new target byt ™ 1, . commissioner would accordingly apply%l taklng mFo ac.c_ount _sectlon 953(0)).
owned, directly or indirectly, by a mem-gection 338 first at the T level and then at the T corporation identified with the prefix F

ber of the affiliated group of which newievel. may be a controlled foreign corporation.
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The prefix CFC is used when the corporaelection under section 953(d) or 1504(djeturn that includes target for the taxable
tion’s status as a controlled foreign corpoapplies); and period in which the acquisition date oc-
ration is significant. (i) That is not a DISC, a corporationcurs. However, a selling group is not an
(c) Definitions. For purposes of the described in section 1248(e), or a corpaaffiliated group of which target is the
regulations under section 338 (except astion to which an election under sectiomommon parent on the acquisition date.

otherwise provided): 936 applies. (17) Target; old target; new target. Tar-
(1) Acquisition date.The termacquisi- (10) OlId target's final return. Old tar- getis the target corporation as defined in

tion datehas the same meaning as in seget's final returnis the income tax return section 338(d)(2) Old targetrefers to tar-

tion 338(h)(2). of old target for the taxable year ending ajet for periods ending on or before the

(2) Acquisition date assets. Acquisitiorthe close of the acquisition date that inelose of target's acquisition datBlew tar-
date assetare the assets of the target heldludes the deemed sale gain. If the disafietrefers to target for subsequent periods.
at the beginning of the day after the acquiiliation rule of §1.338-10(a)(2)(i) applies (18) Target affiliate. The termtarget
sition date (other than assets that were not if target is an S corporation, target'saffiliate has the same meaning as in sec-
assets of old target). deemed sale return is considered old tation 338(h)(6) (applied without section

(3) Affiliated group. The termaffili- get’s final return. 338(h)(6)(B)(i)). Thus, a corporation de-
ated grouphas the same meaning as in (11)Purchasing corporationThe term scribed in section 338(h)(6)(B)(i) is con-
section 338(h)(5). Corporations are affilipurchasing corporatiorhas the same sidered a target affiliate for all purposes
ated on any day they are members of threeaning as in section 338(d)(1). The pumf section 338. If a target affiliate is ac-
same affiliated group. chasing corporation may also be referrequired in a qualified stock purchase, it is

(4) Common parentThe termcommon to as purchaser. Unless otherwise pr@lso a target.
parenthas the same meaning as in sectiorided, any reference to the purchasing (19) 12-Month acquisition periodThe
1504. corporation is a reference to all member$2-month acquisition perio the period

(5) Consistency period.The consis- of the affiliated group of which the pur-described in section 338(h)(1), unless ex-
tency periodis the period described inchasing corporation is a member. Sended pursuant to §1.338-8(j)(2).
section 338(h)(4)(A) unless extended pursections 338(h)(5) and (8). Also, unless (d) Time and manner of making elec-
suant to §1.338-8(j)(1). otherwise provided, any reference to théon. The purchasing corporation makes a

(6) Deemed asset saleThe deemed purchasing corporation is, with respect tgection 338 election for target by filing a
asset salés the transaction described ina deemed purchase of stock under sectistatement of section 338 election on Form
8§1.338-1(a)(1) that is deemed to occusd38(a)(2), a reference to new target witlB023 in accordance with the instructions
for purposes of subtitle A of the Internalrespect to its own deemed purchase ¢b the form. The section 338 election
Revenue Code if a section 338 election istock in another target. must be made not later than the 15th day
made. (12) Qualified stock purchaseThe of the 9th month beginning after the

(7) Deemed sale gain. Deemed saleerm qualified stock purchaskas the month in which the acquisition date oc-
gain refers to, in the aggregate, the Fedsame meaning as in section 338(d)(3). curs. A section 338 election is irrevoca-
eral income tax consequences (generally, (13) Related personsTwo persons are ble. See §1.338(h)(10)-1(c)(2) for sec-
the income, gain, deduction, and loss) aklated if stock in a corporation owned byion 338(h)(10) elections.
the deemed asset salBeemed sale gain one of the persons would be attributed (e) Special rules for foreign corpora-
also refers to the Federal income tax comunder section 318(a) (other than sectiotions or DISCs—(1) Elections by certain
sequences of the transfer of a particulé818(a)(4)) to the other. foreign purchasing corporatiors (i)
asset in the deemed asset sale. (14) Section 338 electionA section General rule. A qualifying foreign pur-

(8) Deemed sale returnThe deemed 338 electionis an election to apply sec-chasing corporation is not required to file
sale returnis the return on which target'stion 338(a) to target. A section 338 eleca statement of section 338 election for a
deemed sale gain is reported that does nain is made by filing a statement of secqualifying foreign target before the earlier
include any other items of target. Targetion 338 election pursuant to 81.338-2(dpf 3 years after the acquisition date and
files a deemed sale return when a sectiorhe form on which this statement is filedhe 180th day after the close of the pur-
338 election (but not a section 338(h)(10is referred to in the regulations under sechasing corporation’s taxable year within
election) is filed for target and target is dion 338 as the Form 8023 Electionsvhich a triggering event occurs.
member of a selling group (defined inUnder Section 338 for Corporations Mak- (ii) Qualifying foreign purchasing cor-
paragraph (c)(16) of this section) that filesng Qualified Stock Purchases. poration. A purchasing corporation is a
a consolidated return for the period that (15) Section 338(h)(10) electionA qualifying foreign purchasing corpora-
includes the acquisition date or is an Section 338(h)(10) electiois an election tion only if, during the acquisition period
corporation. See §1.338-10. to apply section 338(h)(10) to target. Aof a qualifying foreign target, all the cor-

(9) Domestic corporation.A domestic section 338(h)(10) election is made byorations in the purchasing corporation’s
corporationis a corporation— making a joint election for target underaffiliated group are foreign corporations

(i) That is domestic within the meaning81.338(h)(10)-1. that are not subject to United States tax.
of section 7701(a)(4) or that is treated as (16) Selling group. The selling group (i) Qualifying foreign target.A target
domestic for purposes of subtitle A of thas the affiliated group (as defined in secis aqualifying foreign targebnly if target
Internal Revenue Code (e.g., to which ation 1504) eligible to file a consolidatedand its target affiliates are foreign corpo-
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rations that, during target’s acquisition pewith respect to the purchasing corporation (C) Contain the following declaration
riod, are not subject to United States taky each United States shareholder for th@r a substantially similar declaration):
(and will not become subject to Unitedpurchasing corporation’s taxable year thalHIS DOCUMENT SERVES AS NO-
States tax during such period because ofircludes the acquisition date (or, if paraTICE OF AN ELECTION UNDER SEC-
section 338 election). A target affiliate isgraph (e)(1)(i) of this section applies to thd|ON 338 FOR THE ABOVE CITED
taken into account for purposes of the preelection, for the purchasing corporation'sOREIGN TARGET THE STOCK OF
ceding sentence only if, during target'daxable year within which it becomes ayVHICH YOU EITHER HELD OR
12-month acquisition period, it is or be-controlled foreign corporation). The pro-SOLD UNDER THE CIRCUM-
comes a member of the affiliated groupisions of §1.964—1(c) (including 81.964-STANCES DESCRIBED IN TREA-
that includes the purchasing corporation.1(c)(7)) do not apply to an election mad&sURY REGULATIONS SECTION
(iv) Triggering event. A triggering by the United States shareholders. 1.338-2(e)(4). FOR POSSIBLE
eventoccurs in the taxable year of the (4)Notice requirement for U.S. persongN|TED STATES FEDERAL INCOME
qualifying foreign purchasing corporationholding stock in foreign market(i) Gen- Tax CONSEQUENCES UNDER SEC-
in which either that corporation or anyeral rule. If a target subject to a sectionT|oN 551, 951, 1248, OR 1293 OF THE
corporation in its affiliated group be-338 election was a controlled foreign corTERNAL REVENUE CODE OF 1986
comes subject to United States tax. poration, a passive foreign investment AT MAY APPLY TO YOU, SEE
(v) Subject to United States tacor company, or a foreign personal holding-peAsURY REGULATIONS SECTION
purposes of this paragraph (e)(1), a focompany at any time during the portion o 338-9(b). YOU MAY BE REQUIRED
eign corporation is considered subject tiS taxable year that ends on its acquisitiol 5"\t *H THE INFORMATION AT-
United States tax— date, the purchasing corporation must defACHED TO THIS NOTICE TO CER-
(A) For the taxable year for which thatliver written notice of the election (and AIN RETURNS.

corporation is required under §1.6012C0py of Form 8023, its attachments an (iv) Timing of notice. The notice re-
2(g) (other than §1.6012-2(g)(2)(i)-instructions) to— v '

i . ) uired by this paragraph (e) (4) must be

B)(2)) to file a United States income tax (A) Each U.S. person (other than &l

Set)lgrr)g or member of the affiliated group of whichdelivered to the U.S. person on or bef(_)r_e
(B) For the period during which thatthe purchasing corporation is a membdhe later of the 120th day after the acquisi-

corporation is a controlled foreign corpo{{N€ purchasing group member)) that, oon date of the particular target or the day

. . . . t_he acquisition date of the foreign target(?n Wh|Ch Form 8023 iS f||ed The notice
ration, a passive foreign investment com olds stock in the foreign target; and is considered delivered on the date it is

any for which an election under sectiorﬁ‘ .
229)&2 is in effect, a foreign investment (B) Each U.S. person (other than a purnailed 'to 'the proper address (or an ?d_
company, or a f(;reign corporation theChaSing group member) that sells stock idress similar enough to complete deliv-

stock ownership of which is described ifhe foreign target to a purchasing ,groupry), unless the da'Fe itis mailed cannot t_)e
section 552(a)(2) member during the foreign target's 12+easonably determined. The date of mail-
A month acquisition period. ing will be determined under the rules of
(2) Acquisition period.For purposes of =~ .0 " : : .
: .. (ii) Limitation. The notice requirement section 7502. For example, the date of
this paragraph (e), the term acquisition, ; * . L
. . . of this paragraph (e)(4) applies only wherenailing is the date of U.S. postmark or the
period means the period beginning on th : : - .
. s e section 338 election for the foreign tarapplicable date recorded or marked by a
first day of the 12-month acquisition pe- ; . : . : :
. . e get affects income, gain, loss, deducnorues.gnated delivery service.
riod and ending on the acquisition date. or credit of the U.S. person described in c £ fail ¢ |
(3) Statement of section 338 electio (v) Consequence of failure to comply.

: : aragraph (e)(4)(i) of this section undep statement of section 338 election is not
may be filed by United States shareholqs, ...
y y ection 551, 951, 1248, or 1293. valid if timely notice is not given to one

ers in certain cases.The United States iy Form of notice. The notice to U.S. or more U.S. persons described in this
shareholders (as defined in sectiofersons must be identified prominently a araara h.(e.)(4) If the form of notice
9'51(b)) O-f @ foreign purchas_lng corPo!®a notice of section 338 election an(Pails ?o Eom I With all requirements of
tion that is a co_ntrolle_d foreign corporay gt i pyh . thq o ang
tion (as defined in section 957 (taking into () Contain the name, address, and e _Iclesct?oe:wr&ilsgr\?;lid (f))u(t zﬁe viais\?ecr Ir?JrI]e >

account section 953(c))) may file a stateg|oyer identification number (if any) of,
ment of section 338 election on behalf 0ind the country (and, if relevant, the31-338-10(b)(1) does not apply.

the purchasing corporation if the purchagesser political subdivision) under the (V1) Good faith effort to comply.The
ing corporation is not required undefaws of which is organized, the purCh(,ﬂspurchasmg corp_oratlo_n will _be considered
§1.6012-2(g) (other than §1.6012-2(g)ng corporation and the relevant targe}® have complied with this paragraph
(2)(i)(B)(2)) to file a United States in- (j.e., target the stock of which the particu(€)(4). even though it failed to provide no-
come tax return for its taxable year thaar U.S. person held or sold under the cifice Or provide timely notice to each per-
includes the acquisition date. Form 8028umstances described in paragrap$n described in this paragraph (e)(4), if
must be filed as described in the form angk)(4)(i) of this section); the Commissioner determines that the
its instructions and also must be attached (B) Identify those corporations as thePurchasing corporation made a good faith
to the Form 5471 (information return withpurchasing corporation and the foreig€ffort to identify and provide timely no-
respect to a foreign corporation) filedtarget, respectively; and tice to those U.S. persons.

1999-36 |.R.B. 367 September 7, 1999



§1.338-3 Qualification for the section  stock purchase within the meaning of se@ Year 1, the date on which 3 of the 4 shares of T
338 election. tion 338(d)(3), immediately after the IastStOdehi'd F'?y Rdon that datelwerezf"St Cc_’”s'djred
acquisition in such series; and owned by P under section 318(a)(2)(C) (i.ex

a) Scope. This section provides rules . . .75). The remaining 9 shares of T stock purchased
(@) P P (C) In the case of a series of transactions p from R on December 1 of Year 1, are deemed to

on whether certain acquisitions of stoCkgtected pursuant to an integrated plan teave been acquired by P on June 1 of Year 1, the

are qualified stock purchases and on othgfs,ose of Target stock, immediately aftedate on which an additional 12 of the 20 shares of T

miscellaneous issues under section 338-the last transaction in such series. stock owned by R on that date were first considered
(b) Rules relating to qualified stock (iii) Cases where section 338(h)(3)(Cj)W”ed by P under section 318(a)(2)(C) (i-e., &0

urchases—(1) Purchasina corporation . .. 75) —-3). Because stock acquisitions by P sufficient
P ; ( ) PRI g P applies—acquisitions treated as PUMNtor a qualified stock purchase of T occur within a
requirement. An individual cannot make

- chases. If section 338(h)(3)(C) applies 12-month period (i.e., 3 shares constructively on

a qualified stock pl_JrChase of targe_t' Se%{nd the purchasing corporation is treatethnuary 1 of Year 1, 9 shares constructively on June
tion 338(d)(3) requires, as a condition of a4 acquiring stock by purchase from R of Year 1, and 70 shares actually on December 1 of
qua||f|ed stock purchase, that a corporas-olely for purposes of determining WhenYear 1), a qualified stock purchase is made on De-

tion purchase the stock of target. If an ing,o siock is considered acquired, targ cember 1 of Year 1.

et ;
o . - ] : Example 3. (i) On February 1 of Year 1, P ac-
dIVIdl.'laI forms a corporation (new P) tOStOCk acquired from R is considered t@uires 25 percent in value of the R stock from B (the
acquire target stock, new P can make

” . Kave been acquired by the purchasing cagele shareholder of P). That R stock is not acquired
qualified stock purchase of target if new By, ation on the day on which the purchadd purchase. See section 338(h)(3)(A)ii). On that
is considered for tax purposes to purcha§ﬁg corporation is first considered to ow ate, R owns 4 of the 100 shares of T stock. On June

indi ; f Year 1, P purch dditional 25 i
the target stock. Facts that may indicat o siock under section 318(a) (Other thagy . o g o e os o S7eriondl 25 PEreelt o

e of the R stock, and on January 1 of Year 2, P
that new P does not purchase the targEé‘Ction 318(a)(4)). purchases another 25 percent in value of the R stock.

stock include new P merging downstream (iv) Examples. The following exam- On June 1 of Year 2, R acquires an additional 16

into target, liquidating, or otherwise dis-eq jllustrate this paragraph (b)(3): shares of the T stock. On December 1 of Year 2, P
posing of the target stock following the purchases 68 shares of the T stock from an unrelated
purported qualified stock purchase. Example 1.(i) S is the parent of a group of cor- person and 12 of the 20 shares of the T stock held by

(2) Purchase—(i) Definition. The term porations that are engaged in various businessés.
purchase has the same mea'ning as in SPrior to January 1, Year 1, S decided to discontinue (ii) Of the 12 shares of the T stock purchased by

. f&nvolvement in one line of business. To accomP from R on December 1 of Year 2, 2 of those shares
tion 338(h)(3). plish this, S forms a new corporation, Newco, with @re deemed to have been acquired by P on June 1 of
(i) Purchase of targetA purchase of a nominal amount of cash. Shortly thereafter, on Jar¥ear 1, the date on which 2 of the 4 shares of the T
share of target stock occurs so long a#gry 1, Year 1, S transfers all the stock of the sutstock held by R on that date were first considered
more than a nominal amount is paid fOFidiary conducting the unwanted business (Target) wned by P under section 318(a)(2)(C) (i.ex 4%b).
Newco in exchange for 100 shares of Newco conf=or purposes of this attribution, the R stock need not
SUC“h share. - mon stock. Prior to January 1, Year 1, S and Undebe acquired by P by purchase. See section
(iii) Purchase of target affiliateStock yiter (U) had entered into a binding agreement pu38(h)(1). (By contrast, the acquisition of the T
in a target affiliate acquired by new targetuant to which U would purchase 60 shares dftock by P from R does not qualify as a purchase un-
in the deemed asset sale of target’s asséigyvco common stock from S and then sell thostess P has acquired at least 50 percent in value of the
is considered purchased if, under generatpares in an Initial Public Offering (IPO). On JanuR stock by purchase. Section 338(h)(3)(C)(i).) Of
s . . ,ary 6, Year 1, the IPO closes. the remaining 10 shares of the T stock purchased by
principles of tax law, new target is COh_SId- (i) Newco’s acquisition of Target stock is one ofP from R on December 1 of Year 2, 1 of those shares
ered to own stock of the target affiliate, series of transactions undertaken pursuant to oisedeemed to have been acquired by P on January 1
meeting the requirements of sectiomtegrated plan. The series of transactions ends wit Year 2, the date on which an additional 1 share of
1504(a)(2), notwithstanding that nothe closing of the IPO and the transfer of all theéhe 4 shares of the T stock held by R on that date was
amount may be allocated to target's stocihares of stock in accordance with the agreemenfsrst considgred owned by P under _s_ection
in the t t affiliate Immediately after the last transaction effected purd318(a)(2)(C) (i.e., (4 .75) —2). The remaining 9
In the arge. a ’ suant to the plan, S owns 40 percent of Newcghares of the T stock purchased by P from R on De-
(3) Acquisitions of stock from relatedynich does not give rise to a relationship describedember 1 of Year 2, are deemed to have been ac-
corporations—(i) In general. Stock ac- in section 338(h)(3)(A)(iii). See §1.338-3(b)-quired by P on June 1 of Year 2, the date on which an
quired by a purchasing corporation from &3)(ii)(C). Accordingly, S and Newco are not relatedadditional 12 shares of the T stock held by R on that
related corporation (R) is generally no{or(ggr;;osehs ofbsection 3{\::;8(h)(3)(bA)(iii). o egi\ga( v;/(ezr)e(g)rs(t con(szigfricé)ow;edeyPunder secition
. . i) Further, because Newco’s basis in the Targ a ie., .75) =3). Because a quali-
Consldered vaUIre(_j_, by purChase' Ses?ock is not determined by reference to S’s basis iired stock purchase of T by P is made on December
section 338(h)(3)(A)(iii). the Target stock and because the transaction is not aiof Year 2, only if all 12 shares of the T stock pur-
(i) Time for testing relationship.For exchange to which section 351, 354, 355, or 356 aphased by P from R on that date are considered ac-
purposes of section 338(h)(3)(A)(iii), aplies, Newco’s acquisition of the Target stock is auired during a 12-month period ending on that date
purchasing corporation is treated as rdurchase ;Nitgin( ;hg meaning of se;:tion 338(h)(3). (so Tat‘ in Cﬁnjundction vr:/ith(;he 6fB shaLes of tr:e Td
. - . Example 2. (i) On January 1 of Year 1, P pur- stock P purchased on that date from the unrelate
lated _t(_) an_Other pgrson if the relatlon_?hlghases 75 percent in value of the R stock. On thperson, 80 of T's 100 shares are acquired by P dur-
specified in section 338(h)(3)(A)(iii) gate, R owns 4 of the 100 shares of T stock. On Juireg a 12-month period) and because 2 of those 12
exists— 1 of Year 1, R acquires an additional 16 shares of hares are considered to have been acquired by P
(A) In the case of a single transactionstock. On December 1 of Year 1, P purchases #@ore than 12 months before December 1 of Year 2
immediately after the purchase of Targéhares of T stock from an unrelated person and 12 @fe., on June 1 of Year 1), a qualified stock purchase
stock: the 20 shares of T stock held by R. is not made. (Under §1.338-8(j)(2), for purposes of
! . .. (i) Of the 12 shares of T stock purchased by Rpplying the consistency rules, P is treated as mak-
(B) In the case of a series of acquisigom R on December 1 of Year 1, 3 of those shardag a qualified stock purchase of T if, pursuant to an
tions otherwise constituting a qualifiedare deemed to have been acquired by P on Januargrtangement, P purchases T stock satisfying the re-
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quirements of section 1504(a)(2) over a period ahade on the first day on which the pert-he 12-month period ending on that date satisfy the
molrze thanl 1iE°”th5-)th et . centage ownership requirements of seégé?de)zg)e?t OVZ%%ZNE req)“i(';e:“e”_ts gfbsetcﬂ_on

xample 4 Assume the same facts adxample . . ie., shares), determined by taking
3, except that on February 1 of Year 1, P acquires Ztéon 338(d)(3) are satisfied by reference t§1t0 account the redemption of 25 shares.

percent in value of the R stock by purchase. The ré‘:"rget stock that is both— ) Example 2. QSP on stock redemption date; re-
sult is the same as Example 3. (A) Held on that day by the purchasingiemption from unrelated person during 12-month
corporation; and period. The facts are the same asExample 1ex-

(4) Acquisition date for tiered targets (B) Purchased by the purchasing corpdpt that P purchases 60 shares of T stock on Janu-
(i) Stock sold in deemed asset sdlfean ration during the 12-month period endiniry 1 of Year 1 _qnd none on December 1 of Year 1.
election under section 338 is made for tagsn that day makes a qualified stpck purchase of Ton _July 1 of

. o : ) Year 1, because that is the first day on which the T
get, old target is deemed to sell target§ (i) Redemptions from persons unrestock purchased by P within the preceding 12-month
assets and new target is deemed to acqujgged to the purchasing corporatiorTar- period satisfies the 80-percent ownership require-
new target's deemed purchase of stock Qited to the purchasing corporation thd{;:ned by taking into account the redemption of 25

Shal

in i . N res.
another corpqratlon IS a purchase for p.ubccur du”ng the 12-month acquisition pe- Example 3. Redemption from purchasing corpo-
poses Of section 338(d)(3) on the vaL“ShOd are taken intO account as reductionﬁtion not taken into accountOn December 15 of
tion date of target. If new target's deemeh target's outstanding stock for purposesear 1, T redeems 30 percent of its stock from P.
purchase causes a qualified stock pugf determining whether target stock purThe redeemed stock was held by P for several years
chase of the other corporation and if 2hased by the purchasing corporation iﬁnd constituted P’s total interest in T. On December

; ; ; . . . .. 1ofYear 2, P purchases the remaining T stock from
section 338 election is made for the othahe 12-month acquisition period satisfieg, “p does notpmake a qualified stock%urchase of T

corporation, the ?CqUiSition date for thQ,he percentage ownership requirements gf becember 1 of Year 2. For purposes of the 80-
OFh.er corporation is the same as the acquection 338(d)(3). percent ownership requirements of section
sition date of target. However, the (jjj) Redemptions from the purchasing38(d)(3), the redemption of P's T stock on Decem-

deemed sale and purchase of the Oth%rporation or related persons during 12-2¢" 15 of Year 1 is not taken into account as a reduc-
corporation’s assets is considered to ta isiti i tion in T's outstanding stock.

[ P fter the deemed | nd r hkﬁonth acquisition perioe-(A) General Example 4. Redemption from related person
place aiter tne deemed sale and purchagde. For purposes of the percentageen into accounton January 1 of Year 1, P pur-

of target's assets. _ ownership requirements of sectiorhases 60 of the 100 shares of X stock. On that date,
(i) Examples.The following examples 338(d)(3), a redemption of target stock owns 40 of the 100 shares of T stock. On April 1
illustrate this paragraph (b)(4): during the 12-month acquisition period?’ Year 1, Tredeems X's T stock and P purchases the

from the rchasina corporation or fro remaining 60 shares of T stock from an unrelated
Example 1.A owns all of the T stock. T owns 50 pu Ing P I . erson. For purposes of the 80-percent ownership
of the 100 shares of X stock. The other 50 shares 81y Person related to_ the purchasing Cofsquirements of section 338(d)(3), the redemption of
X stock are owned by corporation Y, which is unreporation is not taken into account as a rene T stock from X (a person related to P) is taken
lated to A, T, or P. On January 1 of Year 1, P makesdyction in target's outstanding stock. into account as a reduction in T's outstanding stock.
qualjfied stock pyrchase of T from A and makes a (B) Exception for certain redemptions'f P ha.d purchased the 40 redeemed shares from X
section 338 election for T. On December 1 of Year . . on April 1 of Year 1, all 40 of the shares would have
P purchases the 50 shares of X stock held by V. jgom related corpqratlonsA redemptlon been considered purchased (because of section
qualified stock purchase of X is made on December‘i.f .target S'tOCk during the 12'_m0nth acquizzgh)(3)(C)(i)) during the 12-month period ending
of Year 1, because the deemed purchase of 50 shagétion period from a corporation related t@n April 1 of Year 1 (24 of the 40 shares would have
of X stock by new T because of the section 338 ele¢ghe purchasing Corporation is taken intdeen considered purchased by P on January 1 of
ti:)n ll;otr) TPand tthe z:ctdual purchhase of 50dsh§res of Xccount as a reduction in target’s outYear ]c.j anc:jthe ret?wainciin% 16Pshar§s Y\I/olLlldfh?ve bfen
poraton. Section 333(1)&). For purposes of deter 210G Stock to the extent that the r}";‘é’?ija?;zra‘,’;#‘ébﬁif o1 this section, Accordingy, P
mining whether those purchases occur within a 12d€emed stock would have been CONSIGriakes a qualified stock purchase of T on April 1 of
month acquisition period as required by sectio€red purchased by the purchasingear 1, because the 60 shares of T stock purchased
338(91)(3), Tis de_emed to purchase its X stock on T’gorporation (because of section 338(h);y P on that date satisfy the 80-percent ownership
acquisition date, i.e., January 1 of Year 1. (3)(C)) during the 12-month acquisitionrequirements of section 338(d)(3) (i.e., 60/60

E'x.ample 2.0n January 1 of Year 1, P makes_ eriod if the redeemed stock had been aghares',), determined by taking into account the re-
qualified stock purchase of T and makes a secti emption of 40 shares.

338 election for T. On that day, T sells all of theqUired by the purChaSi_ng corporation
stock of T1 to A. Although T held all of the T1 stockfrom the related corporation on the day of (c) Effect of post-acquisition events on
on T's acquisition date, T is not considered to havthe redemption. See paragraph (b)(3) @fligibility for section 338 election-(1)

purchased the 1 stock because of he section 3ffis section. Post-acquisition elimination of targe()

cecto o i rer b 1o 5 () Gl T fllowing exam- The putchasing compaton ey ke an
T's deemed asset sale occurs. The deemed asset SIS illustrate this paragraph (b)(5): election under section 338 for target even
is considered the last transaction of old T at the close though target is liquidated on or after the

’ L . Example 1. QSP on stock purchase date; re- 7 L.
of T's acquisition date. Accordingly, the T1 StOClfdemption from unrelated person during 12-monti@cquisition date. If target liquidates on
actu.ally dlspgsed of by T on the acquisition date I?)eriod. Aowns all 100 shares of T stock. On Januthe acquisition date, the liquidation is
not included in the deemed asset sale. Thus, T dogs . .
not make a qualified stock purchase of T1 ary 1 of Year 1, P purchases 40 shares of the T stogonsidered to occur on the foIIowmg day

from A. On July 1 of Year 1, T redeems 25 shareand immediately after new target’s

(5) Effect of redemptiors(i) General oM A On December 1 of Year 1, P purchases 2(@eemed purchase of assets. The purchas-
. \ B shares of the T stock from A. P makes a qualifieg .

rule. Except as provided in this para-ck purchase of T on December 1 of Year 1, bdNJ cOrporation may also make an elec-

graph (b)(5), a qualified stock purchase igause the 60 shares of T stock purchased by P witdifon under section 338 for target even
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though target is merged into another cor- (i) Continuity of interest.By virtue of (iif) Treatment of T and XUnder section 361(a),
poration, or otherwise disposed of by theection 338, in determining whether thd récognizes no gain or loss in the merger. Under
purchasing corporation provided thatcontinuity of interest requirement ofSection 362(b), X's basis in the assets received in the

. . g erger is the same as the basis of the assets in T's
under the facts and circumstances, th&l.368—1(b) is satisfied on the transfer o:ﬂmgs_ X succeeds to and takes into account the

purchasing corporation is considered foassets from target to the transferee, th@ms of T as provided in section 381.

tax purposes as the purchaser of the targairchasing corporation’s target stock ac- (iv) Treatment of PBy virtue of section 338, the

stock. quired in the qualified stock purchase rept[ansfer of T assets .to X is a reorganizatipn. Pur-
(i) The following examples illustrate resents an interest on the part of a persgH"t ©© that reorganization, P exchanges its T stock

. . , . solely for stock of X, a party to the reorganization.
this paragraph (c)(1): who was an owner of the target's busines$,.. e pis the purchasing corporation, section 354

enterprise prior to the transfer that can bgypiies to P's exchange of T stock for X stock in the

Example 1 On January 1 of Year 1, P purchases . . o - . )
100 percent of the outstanding common stock of {,ontlnued Ina reorganlzat|0n. merger of T into X. Thus, P recognizes no gain or

On June 1 of Year 1, P sells the T stock to an unre- (iii) Control requirement.By virtue of 10ss on the exchange. Under section 358, P's basis

lated person. Assuming that P is considered for tessection 338, the acquisition of target stock ttr;]e E StQCkerFejlf’e? irllthe Exchaggtﬁ is ;he same
urposes as the purchaser of the T stock, P remai ifi i as the basis of F's 1 stock exchanged thereior.
pure P fi the qualified stock purchase will not (v) Treatment of K. Because K is not the pur-

eligible, after June 1 of Year 1, to make a section 33§ ; ;
! . event the purchasing corporation frona i i i ;
election for T that results in a deemed asset sale { P 9 P hasing corporation (or an affiliate thereof), section

T's assets on January 1 of Year 1. qualifying as a shareholder of the targeds4 cannot apply to K's exchange of T stock for X
Example 2.0n January 1 of Year 1, P makes dransferor for the purpose of determiningtock in the. merger of T into X unles§ th(_—:' transfer of
qualified stock purchase of T. On that date, T ownwhether, immediately after the transfer of S ssets is pursuant to a reorganization as deter-
the stock of T1. On March 1 of Year 1, T sells thQarget assets. a shareholder of the tranrgl_ned IWI'[_hogtl reg?rd t(-l) §133|8_3é<|:)(3) Unde‘r
i o ’ - general principles of tax law applicable to reorgani-
T1 stock to an unrelated person. On April 1 of Yea]eeror is in control of the corporation to

1, P makes a section 338 election for T. Notwith-, . e zations, the continuity of interest requirement is not
standing that the T1 stock was sold on March 1 Jwhich the assets are transferred within theisfied because P’s stock purchase and the merger

Year 1, the section 338 election for T on April 1 ofmeaning of section 368(a)(1)(D). of T into X are pursuant to an integrated transaction
Year 1 results in a qualified stock purchase by T of (iv) Example. The following example in which A, the owner of 85 percent of the stock of
T1 on January 1 of Year 1. See paragraph (b)(4)()ustrates this paragraph (c)(3): T, received solely cash in exchange for A's T stock.
of this section. See, e.g.Yoc Heating v. Commissionéd T.C. 168

Example(i) Facts. P, T, and X are domestic cor- (1973);Kass v. Commissiones0 T.C. 218 (1973),
(2) Post-acquisition elimination of the porations. T and X each operate a trade or businegdf'd, 491 F.2d 749 (3d Cir. 1974). Thus, the requi-
purchasing corporation.An election Aand K, individuals unrelated to P, own 85 and 15ite continuity of interest under §1-368—];(b) is lack-
under section 338 may be made for targ@greent respectively, of the stock of T. P owns all d1g and section 354 does not apply to K's exchange
he stock of X. The total adjusted basis of T's propof T stock for X stock. K recognizes gain or loss, if

after the acquisition of assets of the pu'lerty exceeds the sum of T’s liabilities plus theany, pursuant to section 1001(c) with respect to its T

chasing corporation by another COrpoOrasmount of liabilities to which T's property is subject.stock.

tion in a transaction described in sectiop purchases all of A's T stock for cash in a qualified )
381(a), provided that the purchasing corstock purchase. P does not make an election und@B1.338—4 and 1.338-5 [Redesignated
poration is considered for tax purposes @§ction 338(g) with respect to its acquisition of Tas 881.338-8 and 1.338-9]

tock. Shortly after the acquisition date, and as part
the purchaser of the target stock. The agf the same plan, T merges under applicable state Par. 3. Sections 1.338—4 and 1.338-5

quiring gorporatlon in the sectlo'n 381(a)aw into X in a transaction that, but for the questioryre redesignated as §81.338-8 and
transaction may make an election undejt continuity of interest, satisfies all the require-

section 338 for target. ments of section 368(a)(1)(A). In the merger, all 0}338_9’ respectively.
(3) Consequences of post—acquisitioﬁ’s assets are transferred to X. P and K receive X Par. 4. New §81.338-4 and 1.338-5
elimination of target—(i) Scope. The stock in exchange for their T stock. P intends to rearé added to read as follows:

. tain the stock of X indefinitely. .
rules of this paragraph (c)(3) apply to the (ii) Status of transfer as a reorganizatioy ~81.338—4 Aggregate deemed sale price;

transfer of target assets to the purchasiRgtue of section 338, for the purpose of determininyarious aspects of taxation of the deemed
corporation (or another member of thevhether the continuity of interest requirement ojgset sale.

same affiliated group as the purchasin§1-3_6_8—1(b) is satisfied, P’s T stock acguired in the

corporation) (the transferee) following aq“i"f']‘fd stock p“rc:ase represents a”f"}t,erESt onthe (a) Scope. This section provides rules
qualified stock purchase of target stock, | i:er%riaseps:isoor”tgvthzggﬁsﬁzrﬁﬁv;ecr;‘ b cans=dinder section 338(a)(1) to determine the
the purchasing corporation does not makg a reorganization through P's continuing owner299regate deemed sale price (ADSP) for
a section 338 election for target. Notship of X. Thus, the continuity of interest requiretarget. ADSP is the amount for which old
withstanding the rules of this paragraptment s satisfied and the merger of T into X is a reottarget is deemed to have sold all of its as-
(c)(3), section 354(a) (and so much ogggizafog Whi;hin thebméaningf of ?ecgggsets in the deemed asset sale. ADSP is al-
section 356 as relates to section 354) cafj, EZL(ui)r(erZ]'em g}fioe‘gfign ge\gg)‘(al;)(Diiﬁg?g targg)cated among target's assets in accor-
not apply to any person other than thenareholder control the transferee immediately aftddance with §1.338-6 to determine the
purchasing corporation or another memthe transfer is satisfied because P controls X imm@mount for which each asset is deemed to
ber of the same affiliated group as thediately after the transfer. In addition, all of T's ashave been sold. When an increase or de-
purchasing corporation unless the transf&fs are transferred to X in the merger and P and §rease with respect to an element of

. receive the X stock exchanged therefor in pursuan . . .
of target assets is pursuant to a reorgan-, . plan of reorganizaﬂog Thus. the m(reJrger of ?QDSP is required, under general princi-
zation as determined without regard tey x is also a reorganization Within the meaning oPl€s Of tax law, after the close of new tar-

this paragraph (c)(3). section 368(a)(1)(D). get’s first taxable year, redetermined
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ADSP is allocated among target's asse®DSP among target’'s assets undegutstanding T stock from S1 for $500, 20 percent of

in accordance with 81.338-7. This sec§1.338-7. the outstanding T stock from S2 for $225, and 20
tion also provides rules regarding the (i) Example.The following example Pereent of the outstanding T stock from S3 for $275.

" . . . ) On that date, the fair market value of all the T voting
recognition of gain or loss on the deemeilustrates this paragraph (b)(2): common stock is $1,250 and the preferred stock

$750. S1, S2, and S3 respectively incur $40, $35,

sale of target affiliate stock. Notwith- £ oI Year 1. T fach h
xample.in Year 2, 1, a manulacturer, purcnases, 4 ¢, ¢ selling costs. S1 continues to own the re-

standing section 3,3_8(h),(6)(8)(")_' StOCka customized delivery truck from X with purchase . - 20 f th ding T K Th
held by a target affiliate in a foreign cormoney indebtedness having a stated principal o9 percent of the outstanding T stock. The

poration or in a corporation that is a DISGmount of $100,000. P acquires all of the stock of §0>5ed-uP amount realized on the sale to P of P's
recently purchased T stock is calculated as follows:

or that is described in section 1248(6) i Year 3 for $700,000 and makes a section 338 ele he total amount realized (without regard to selling

not excluded from the operation of section for T. Assum_e T has no liabilities other than 'tscosts) is $1,000 (500 + 225 + 275). The percentage
purchase money indebtedness to X. In Year 4, whe

tion 338. . . T is neither insolvent nor in a title 11 case, T and )? T stock by value on the acquisition date aﬁrlbué-
(b) Determination of ADSP-(1) Gen-  agree to reduce the amount of the purchase mon"j}t/)Ie to the recently purchased T stock is 50%

eral rule. ADSP is the sum of— indebtedness to $80,000. Assume further that the é—’OOO/(l’ZSO + 750)). The seliing costs are $100
. . . . ) 40 + 35 + 25). The grossed-up amount realized is
(i) The grossed-up amount realized oduction would be a purchase price reduction und 1,900 (1,000/.5 — 100).

the sale to the purchasing corporation gection 108(e)(5). T and X's agreement to reduce

. .o the amount of the purchase money indebtedness NI
the purchasing corporation's recently PUIG ould not, under general principles of tax law that (d) Liabilities of old target(1) In

chased target stock (as defined in sectiQfbuid apply if the deemed asset sale had actual§€Neral. The liabilities of old target are
338(b)(6)(A)); and occurred, change the amount of liabilities of old tarthe liabilities of target (and the liabilities
(i) The liabilities of old target. get taken into account in determining its amount ret0 which target's assets are subject) as of
(2) Time and amount of ADSR(i) aIize_d. Accordingly, A_DSP is not redetermined _?‘the beginning of the day after the acquisi-
Original determination.ADSP is initially g‘fart:]me of the reduction. See §1.338-5(b)(2)(iilyjs, gate (other than liabilities that were
. o ple Ifor the effect on AGUB. . L L
determined at the beginning of the day neither liabilities of old target nor liabili-
after the acquisition date of target. Gen- (c) Grossed-up amount realized on thédies to which old target's assets were sub-
eral principles of tax law apply in deter-sale to the purchasing corporation of thgect). In order to be taken into account in
mining the timing and amount of the elepurchasing corporation’s recently pur-ADSP, a liability must be a liability of
ments of ADSP. chased target stoek(1) Determination target that is properly taken into account
(il) Redetermination of ADSRDSP is of amount. The grossed-up amount realin amount realized under general princi-
redetermined at such time and in sucized on the sale to the purchasing corporgles of tax law that would apply if old tar-
amount as an increase or decrease wouidn of the purchasing corporation’s re-get had sold its assets to an unrelated per-
be required, under general principles ofently purchased target stock is ason for consideration that included that
tax law, for the elements of ADSP. Fommount equal to— person’s assumption of, or taking subject
example, ADSP is redetermined because (i) The amount realized on the sale t¢o, the liability. Thus, ADSP takes into
of an increase or decrease in the amoutite purchasing corporation of the puraccount both tax credit recapture liability
realized for recently purchased stock ochasing corporation’s recently purchasedrising because of the deemed asset sale
because liabilities not originally takentarget stock determined as if old targeand the tax liability for the deemed sale
into account in determining ADSP arewere the selling shareholder and the irgain unless the tax liability is borne by
subsequently taken into account. An installment method were not available andome person other than the target. For
crease or decrease to one element détermined without regard to the sellinggexample, ADSP would not take into ac-
ADSP may cause an increase or decreasests taken into account in paragrapbount the tax liability for the deemed sale
to the other element of ADSP. For examéc)(1)(iii) of this section; gain when a section 338(h)(10) election is
ple, if an increase in the amount realized (ii) Divided by the percentage of targetmade for a target S corporation because
for recently purchased stock of target istock (by value, determined on the acquihe S corporation shareholders bear that
taken into account after the acquisitiorsition date) attributable to that recenthliability. However, if a target S corpora-
date, any increase in the tax liability ofpurchased target stock; tion is subject to a tax under section 1374
target for the deemed sale gain is also (iii) Less the selling costs incurred byor 1375, the liability for tax imposed by
taken into account when ADSP is redetetthe selling shareholders in connectiothose sections is a liability of target taken
mined. Increases or decreases with revith the sale to the purchasing corporanto account in ADSP (unless the S cor-
spect to the elements of ADSP that ardon of the purchasing corporation’s reporation shareholders expressly assume
taken into account before the close of newently purchased target stock that redudbat liability).
target’s first taxable year are taken inteheir amount realized on the sale of the (2) Time and amount of liabilitiesThe
account for purposes of determiningtock (e.g., brokerage commissions aniiime for taking into account liabilities of

ADSP and the deemed sale gain as if theany similar costs to sell the stock). old target in determining ADSP and the
had been taken into account at the begin- (2) Example. The following example amount of the liabilities taken into ac-
ning of the day after the acquisition datellustrates this paragraph (c): count is determined as if old target had
Increases or decreases with respect to the sold its assets to an unrelated person for

. Example.T has two classes of stock outstanding . . .
elements of ADSP that are taken |r’1to AGooing common stock and preferred stock not takefﬁon&d(’eratmn that_ included th(_a unrela_ted
count after the close of new target’s firsiyo account for purposes of section 1504(a)(2). OR€rson’s assumption of or taking subject

taxable year result in the reallocation ofarch 1 of Year 1, P purchases 40 percent of tht0 the liabilities. For example, if no
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amount of a target liability is properly (g) Examples.The following examples  ADSP = ($75,000/1) + $0 + .34 (ADSP —

taken into account in amount realized ailustrate this section. For purposes of the $50,400)

of the beginning of the day after the acexamples in this paragraph (g), unless ADSP =$75,000 + .34ADSP - $17,136

quisition date, the liability is not initially otherwise stated, T is a calendar year tax- 66ADSP = $57,864

taken into account in determining ADSPpayer that files separate returns and that ADSP = $87,672.72

(although it may be taken into account atas no loss, tax credit, or other carryovers (i) Because ADSP for T ($87,672.72) does not

some later date). As a further example, ao Year 1. Depreciation for Year 1 is nogxceed the fair market value of T's asset ($100,000),

increase or decrease in a liability that dogsken into account. T has no liabilities? C!ass V asset, T's entire ADSP is allocated to that
, . . . ... asset. Thus, T has deemed sale gain of $37,272.72

not affe_ct the amount of old target’s ba_smther_than the Federal income tax I|ab|I|t)fconsisting of $29.600 of ordinary income and

deductions, or noncapital nondeductibleesulting from the deemed asset sale, ag 672 72 of capital gain).

items arising from the incurrence of the lithe T shareholders have no selling costs. (iv) The facts are the same as in paragraph (i) of

ability is not taken into account in redeterAssume that T’s tax rate for any ordinaryhis Example 1, except that on July 1 of Year 1, P

mining ADSP. income or net capital gain resulting frorPurchases only 80 of the 100 shares of T stock for

(3) Interaction with deemed sale gainthe deemed sale of assets is 34 percejio’ooo' The grossed-up amount realized on the

e - ) Sale to P of P’s recently purchased T stock (G) is
Though deemed sale gain increases or dend that any capital loss is offset by capk7s 000 ($60,000/.8). Consequently, ADSP and
creases ADSP by creating or reducing &l gain. On July 1 of Year 1, P purchasegeemed sale gain are the same as in paragraphs (ii)
tax liability, the amount of the tax liability all of the stock of T and makes a sectioand (i) of this Example 1.

itself is a function of the size of the338 election for T. The examples are as (V) The facts are the same as in paragraph (i) of

. . ] this Example 1, except that T also has goodwill (a
deemed sale gain. Thus, the determinésllows: Class VII asset) with an appraised value of $10,000.

tion of ADSP may require trial and error Example 1. One classi) On July 1 of Year 1, 11 results are the same as in paragraphs (ii) and

computatlons._ _ T's only asset is an item of section 1245 property") of this E_xample 1. Because ADSP does not ex-
(e) Calculation of deemed sale gain.yith an adjusted basis to T of $50,400, a recomputetf€d the fair market value of the Class V asset, no

Deemed sale gain on each asset is comasis of $80,000, and a fair market value offMountis allocated to the Class VIl assets (goodwill

nd going concern value).
puted by reference to the ADSP allocate®100,000. P purchases all of the T stock foft .
to that asset $75,000, which also equals the amount realized for EX@mPple 2. More than one clas) P purchases

. . . the stock determined as if old target were the sellin@II ofthe T SI,OCk for $140,000, which a!so equal_s the

(f) Other rules apply in determining o, _ 1 01iar amount realized for the stock determined as if old
ADSP. ADSP may not be applied in such (i ADSP is determined as follows (In the fol- 296t were the selling shareholder. On July 1 of
a way as to contravene other applicablewing formula, G is the grossed-up amount realized®&" 1 T has liabilities (not including the tax liabil-
rules. For example, a capital loss cann@n the sale to P of P's recently purchased T stock, iy for the deemed sale gain) of $50,000, cash (a

be applied to reduce ordinary income if? T's liabilities other than T's tax liability for the Class | asset) of $10,000, actively traded securities

lculating the tax liabilit the d Cgeemed sale gain, TR is the applicable tax rate, alfy Class Il asset) with a basis of $4,000 and a fair
Calculating the tax liapility on the deemed; ;¢ o adjusted basis of the asset deemed sold): market value of $10,000, goodwill (a Class VII

sale for purposes of determining ADSP. asset) with a basis of $3,000, and the following
ADSP=G +L+T, X (ADSP —B) Class V assets:

Ratio of asset fmv

to total
Asset Basis FMV Class V fmv
Land ... .. $ 5,000 $ 35,000 .14
Building ........ . 10,000 50,000 .20
Equipment A (Recomputed basis $80,000) . . ... ... 5,000 90,000 .36
Equipment B (Recomputed basis $20,000) ....... 10,000 75,000 .30
Totals ..o $ 30,000 $ 250,000 1.00

(i) ADSP exceeds $20,000. Thus, $10,000 ofiny property subject to nonrecourse indebtednessassets is preliminarily determined as follows (in the
ADSP is allocated to the cash and $10,000 to the atreated as being not less than the amount of such fimrmula, the amount allocated to the Class | assets is
tively traded securities. The amount allocated to adebtedness; see §1.338-6(a)(2)). See 8§1.338&ferred to as | and the amount allocated to the Class
asset (other than a Class VIl asset) cannot exceed &&€)(1) (relating to fair market value limitation). Il assets as Il):
fair market value (however, the fair market value of (iii) The portion of ADSP allocable to the Class V

ADSR, = (G = (I +1I)) + L+ Tz ([(I1-B,,) + (ADSR, - B,)]

ADSP, = ($140,000 — ($10,000 + $10,000)) + $50,000 +x34$10,000 — $4,000) + (ADSP- ($5,000 + $10,000 + $5,000 + $10,000))]
ADSPR, = $161,840 + .34 ADSP

.66 ADSR, = $161,840

ADSP, = $245,212.12

(iv) Because, under the preliminary calculationgregate fair market value, no ADSP amount is alloportion of ADSP allocable to the Class V assets is fi-
of ADSP, the amount to be allocated to the Class tated to goodwill. Accordingly, the deemed sale ohally determined by taking into account this loss as
I, 111, 1V, V, and VI assets does not exceed their agthe goodwill results in a capital loss of $3,000. Théollows:
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ADSR, = (G — (I + 1)) + L+ T, ([(I - B,) + (ADSR, — B,) + (ADSR,,, — By,)]

ADSR, = ($140,000 — ($10,000 + $10,000)) + $50,000 + :3§($10,000 — $4,000) + (ADSP- $30,000) + ($0 — $3,000)]
ADSR, = $160,820 + .34 ADSP

.66 ADSR, = $160,820

ADSR, = $243,666.67

(v) The allocation of ADSPV among the Class V assets is in proportion to their fair market values, as follows:

Asset ADSP Gain

Land. ... $34,113.33 $29,113.33
(capital gain)

Building . . ..o 48,733.34 38,733.34
(capital gain)

Equipment A . ... 87,720.00 82,720.00

(75,000 ordinary income
7,720 capital gain)
EquipmentB . ... ... 73,100.00 63,100.00
(10,000 ordinary income
53,100 capital gain)
Totals . .o $ 243,666.67 $213,666.67

Example 3. More than one clas§) The facts Thus, $10,000 of ADSP is allocated to the cash andalue ($250,000). Thus, preliminarily, the ADSP
are the same as iBxample 2except that P pur- $10,000 to the actively traded securities. amount allocated to Class V assets is $250,000.
chases the T stock for $150,000, rather than (iii) The portion of ADSP allocable to the Class V  (iv) Based on the preliminary allocation, the
$140,000. The amount realized for the stock deteessets as preliminarily determined under the formulaDSP is determined as follows (in the formula, the
mined as if old target were the selling shareholder iset forth in paragraph (iii) oExample 2is amount allocated to the Class | assets is referred to
also $150,000. $260,363.64. The amount allocated to the Class &s I, the amount allocated to the Class Il assets as I,

(ii) As in Example 2ADSP exceeds $20,000. assets cannot exceed their aggregate fair markand the amount allocated to the Class V assets as V):

ADSP=G + L+ T ([(I1-B,) + (V—B,) + (ADSP — (I + Il + V+ By,))]

ADSP = $150,000 + $50,000 + .34[($10,000 — $4,000) + ($250,000 — $30,000) + (ADSP — ($10,000 + $10,000 + $250,000 + $3,000))]
ADSP = $200,000 + .34ADSP — $15,980

.66ADSP = $184,020

ADSP = $278,818.18

(v) Because ADSP as determined exceeds the agbSP among T's Class V assets (including the Ting ADSPV, the T1 stock can be disregarded but, be-
gregate fair market value of the Class |, II, Ill, 1V, V,stock). In preliminarily calculating ADSPV in this cause T owns only 80 percent of the T1 stock, only
and VI assets, the $250,000 amount preliminarily akase, the T1 stock can be disregarded and, becaus80lpercent of T1 asset basis and value should be
located to the Class V assets is appropriate. Thuswns all of the T1 stock, the T1 asset can be treatégken into account in calculating T's ADSP. By tak-
the amount of ADSP allocated to Class V assetas a T asset. Under this assumption, ADSPV iisg into account 80 percent of these amounts, the re-
equals their aggregate fair market value ($250,000$243,666.67. See paragraph (iv)Eo@ample 2. maining calculations and results are the same as in
and the allocated ADSP amount for each Class V (iv) Because the portion of the preliminary ADSPparagraphs (ii), (iii), (iv), and (v) of this Example 4,
asset is its fair market value. Further, because thea#iocable to Class V assets ($243,666.67) does not exxcept that the grossed-up amount realized on the
are no Class VI assets, the allocable ADSP amounged their fair market value ($250,000), no amount sale of the recently purchased T1 stock is
for the Class VII asset (goodwill) is $8,818.18 (theallocated to Class VII assets for T. Further, thi$44,455.00 ($35,564.00/0.8).
excess of ADSP over the aggregate ADSP amoungnount ($243,666.67) is allocated among T’s Class V

for the Class I, II, Ill, IV, V and VI assets). assets in proportion to their fair market values. See (h) Deemed sale of target affiliate
Example 4. Amount allocated to T1 stoq®  paragraph (v) oExample 2.Tentatively, $48,733.34 stock—(1) Scope.This paragraph (h) pre-
The facts are the same as€fixample 2except that T  of this amount is allocated to the T1 stock. scribes rules relating to the treatment of

owns a’II of the T1 st.ock (instggd of the building), (v) The amount tentatively allogated to the Tlgain or loss realized on the deemed sale of
and T1's only asset is the building. The T1 stoclstock, however, reflects the tax incurred on th - .
and the building each have a fair market value adeemed sale of the T1 asset equal to $13,169.34 (.§£0Ck of a target affiliate when a section
$50,000, and the building has a basis of $10,000. A ($48,733.34 — $10,000)). Thus, the ADSP alloca338 election (but not a section 338(h)(10)
section 338 election is made for T1 (as well as Thle to the Class V assets of T, and the ADSP alloc@lection) is made for the target affiliate.
and T1 has no liabilities other than the tax liabilityble to the T1 stock, as preliminarily calculated, eacfrgr purposes of this paragraph (h), the de-
for the dgemed sale ga!r_L Tis Fhe commqn parent ofust be reduced by $1_3,169.34. Consequentlyi ition of domestic corporation in
a consolidated group filing a final consolidated rethese amounts, respectively, are $230,497.33 a . . .
turn described in §1.338-10(a)(1). $35,564.00. In determining ADSP for T1, the31-336—2(C)(9) is applied without the ex-
(i) ADSP exceeds $20,000. Thus, $10,000 ofrossed-up amount realized on the deemed sale @Usion therein for DISCs, corporations
ADSP is allocated to the cash and $10,000 to the acew T of new T’s recently purchased T1 stock iglescribed in section 1248(e), and corpora-
tively traded securities. $35,564.00. tions to which an election under section
(iii) Because T does not recognize any gain on (vi) The facts are the same as in paragraph (i) @36 applies.
the deemed sale of the T1 stock under paragraphis Example 4, except that the T1 building has a .
(h)(2) of this section, appropriate adjustments must12,500 basis and a $62,500 value, all of the out- (2) In Qe”e_ra'- Except as O_therWIS_e
be made to reflect accurately the fair market value aftanding T1 stock has a $62,500 value, and T owfdovided in this paragraph (h), if a section
the T and T1 assets in determining the allocation &0 percent of the T1 stock. In preliminarily calculat-338 election is made for target, target rec-
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ognizes no gain or loss on the deemeldss recognized by target on the deemettemed sale of the FT2 stock under paragraph (h)(2)
sale of stock of a target affiliate havingsale of stock of the target affiliate is deter@f this section. FT2 recognizes $25 of gain on the

the same acquisition date and for which mined as if such asset had not been cofftemed sale of is assets. The $125 gain T recog-
nizes on the deemed sale of the FT1 stock is in-

section 338 election is made if— tributed or transferred. cluded in T's income as a dividend under section
(i) Target directly owns stock in the tar- (8) Examples.The following examples 1248, because FT1 and FT2 have sufficient earnings

get affiliate satisfying the requirements ofllustrate this paragraph (h): and profits for full recharacterization ($50 of accu-

section 1504(a)(2); mulated earnings and profits in FT1, $50 of accumu-

.. - Example 1. (i) P makes a qualified stock pur- i its i

(ii) Target and the_ target afflllat.e. ar€hase opr and(Znakes a secti?)n 338 electionpfor Iéaatleedeeae::;:‘nggssaannc? ;Jrgl;lttssi: Els)agiiggf;(iiengsg
members of a consolidated group filing &'s sole asset, all of the T1 stock, has a basis of $3Urposes of sections 901 through 908, the source
final consolidated return described imnd a fair market value of $150. T's deemed purand foreign tax credit limitation basket of $25 of the
§1.338-10(a)(1); or chase of the T1 stock results in a qualified stock pufecharacterized gain on the deemed sale of the FT1

(iii) Target and the target affiliate file gChase 91‘ T1 and a section 338 election is made fgfock is determined under section 338(h)(16).

. T1. T1's assets have a basis of $50 and a fair market

combined return under §1_.338—10(a)(4)_. value of $150. §1.338-5 Adjusted grossed-up basis.

(3) Deemed sale of foreign target affili- iy T realizes $100 of gain on the deemed sale of
ate by a domestic targefA domestic tar- the T1 stock, but the gain is not recognized because (a) Scope. This section provides rules
get recognizes gain or loss on the deem@dfirectly owns stock in T1 satisfying the require-nder section 338(b) to determine the ad-
sale of stock of a foreign target affiIiate.tri';‘;nitsS ;;3?;;?%504(6‘)(2) and a section 338 eleg;taq grossed-up basis (AGUB) for tar-
For the proper treatment of such gain or 11 recogniz'es gain of $100 on the deemed®et. AGUB is the amount for which new
loss, see, e.g., sections 1246, 1248, 1294 of its assets. target is deemed to have purchased all of
et seq., and 338(h)(16) and §1.338-9. Example 2.The facts are the same as in Exampléts assets in the deemed purchase under

(4) Deemed sale producing effectiveI)f}ovre;(;epég‘cegupsgge;”;t’i‘or%g‘zaelssc‘ﬁf:iz?’:o‘f'sg'(%éction 338(a)(2). AGUB is allocated
con_nected .lncomeA foreign target rec- for T1; the $100 gain realized by T on the deeme@ONJ target’s assgts in accprdance W|th
ognizes gain or loss on the deemed sale Qfie of the T1 stock is recognized. §1.338-6 to determine the price at which
stock of a foreign target affiliate to the ex- Example 3. (i) P makes a qualified stock pur- the assets are deemed to have been pur-
tent that such gain or loss is effectivelyghase of T and makes a section 338 election for T. ghased. When an increase or decrease
connected (or treated as effectively corVns all of the stock of T1 and T2. T's deemed purjth respect to an element of AGUB is re-

d ith th d f d chase of the T1 and T2 stock results in a qualified . L
nec_te ) v_wt the con uct of a trade o[, purchase of T1 and T2 and section 338 cleduired, under general principles of .tax
business in the United States. tions are made for T1 and T2. T1 and T2 each owk@W, after the close of new target’s first
(5) Deemed sale of insurance companyo percent of the vote and value of T3 stock. Thtaxable year, redetermined AGUB is allo-
target affiliate electing under sectiondeemed purchases by T1 and T2 of the T3 stock reated among target's assets in accordance
953(d). A domestic target recognizes gairpu!t in a qualified stock purchase of T3 and a sectiq;iy, g1 338-7.
38 election is made for T3. T is the common parent L
(but not loss) on the deemed .sale of sto%a consolidated group and all of the deemed asset (b) Determlnat-lon of AGUB-(1) Gen-
of a target affiliate that has in effect anajes are reported on the T group’s final consolidate@ral rule. AGUB is the sum of—
election under section 953(d) in aneturn. See §1.338-10(a)(1). (i) The grossed-up basis in the purchas-
amount equal to the lesser of the gain re- (i) Because T, T1, T2 and T3 are members of fng corporation’s recently purchased tar-
alized or the earnings and pI’OfitS de(_:onsolidated group filing a final consolidated return et stock:
. . . no gain or loss is recognized by T, T1 or T2 on theig .. ' . ., .
scribed in section 953(d)(4)(B). _ respective deemed sales of target affliate stock. (i) The purchasing corporation’s basis
(6) Deemed sale of DISC target affili- gxample 4. (i) T's sole asset, all of the FT1 iN NoNnrecently purchased target stock; and
ate. A foreign or domestic target recog-stock, has a basis of $25 and a fair market value of (i) The liabilities of new target.
nizes gain (but not loss) on the deeme#l50. FTL's sole asset, all of the FT2 stock, has a (2) Time and amount of AGUB(i)
sale of stock of a target affiliate that is 25 of $75 and a fair market value of $150. FT# jqina| determination. AGUB is ini-
. .and FT2 each have $50 of accumulated earnings and . ' .
DISQ or a former DISC (as defined iNsrofits for purposes of section 1248(c) and (d)_tlally determined at_ th(_a beginning of the
section 992(a)) in an amount equal to ther2's assets have a basis of $125 and a fair markd@y after the acquisition date of target.
lesser of the gain realized or the amountliue of $150, and their sale would not generate suGeneral principles of tax law apply in de-
of accumulated DISC income determine@art F income under section 951. The sale of thermining the timing and amount of the
with respect to such stock under sectioﬁT2 stock or assets woulld not generate income efye yants of AGUB
995(c). Such gain is included in gross inE:m'CtiVely Conﬂemehd o tze conduct of aérade - (i) Redetermination of AGUBAGUB
: usiness within the United States. FT1 does not ;
come as a dividend as provided in SeGrve an election in effect under section 953(d) ani@ redetermined at such time and in such
tions 995(c)(2) and 996(g). neither FT1 nor FT2 is a passive foreign investmeramount as an increase or decrease would
(7) Anti-stuffing rule. If an asset the company. o be required, under general principles of
adjusted basis of which exceeds its faira(l'(';spa”;?é‘;zna3%%a2';'eecc:i§;°§)kr ?“?Tj;ﬁ:;ﬁax law, with respect to an element of
market value is contributed or transferre@pase of the FT1 stock results in a qualified stoc®GUB. For example, AGUB is redeter-
to a target affiliate as transferred basigurchase of FT1 and a section 338 election is mad8ined because of an increase or decrease
property (within the meaning of sectionfor FT1. Similarly, FT1's deemed purchase of thgn the amount paid or incurred for re-
7701(a)(43)) and a purpose of such tran§J2 stock results in a qualified stock purchase gfantly purchased stock or nonrecently
action is to reduce the gain (or increask' 22" & section 338 election is made for FT2. ), haged stock or because liabilities not
X (i) T recognizes $125 of gain on the deemed™ ", A . i
the loss) recognized on the deemed sale Qfie of the FT1 stock under paragraph (h)(3) of thi@figinally taken into account in determin-

such target affiliate’s stock, the gain Okection. FT1 does not recognize $75 of gain on tHag AGUB are subsequently taken into ac-
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count. An increase or decrease to an elamount of the liability can be determined with reamay be made for nonrecently purchased
ment of ADSP may cause an increase §Pnable accuracy but economic performance has ngfnck of target (or a target affiliate) only if
decrease to an element of AGUB. For gccurred with respect to the liability within the o o0 vinn 338 election is made for target
. . . meaning of section 461(h). P acquires all of the -~ . .
ample, if an increase in the amount realy,ck of T in Year 1 and makes a section 338 eledOr the target affiliate). The gain recogni-
ized for recently purchased stock of targefon for T. Assume that, if a corporation unrelated tdion election is made by attaching a gain
is taken into account after the acquisitiofi had actually purchased T's assets and assumed Fgcognition statement to a timely filed
date, any increase in tax liability of targepPbligation to remediate the contamination, the corrqrm 8023 for target. The gain recogni-
for the deemed sale gain is also taken infé’gsé'gﬁeﬁzﬁfmgt;itr'i? Ytgaer g pszrggggon statement must contain the informa-
account when AGUB is redetermined. Anigyh), the assumed liability would not be treated 240N specified in the form and its instruc-
increase or decrease to one element mturred and taken into account in basis until thations. The gain recognition election is
AGUB may also cause an increase or déme. The incurrence of the liability in Year 5 undefirrevocable. If a section 338(h)(10) elec-
crease to another element of AGUB. Fdpe economic performance rules is an increase in tgyn js made for target, see §1.338(h)(10)—
example, if there is an increase in th%?s?:rzn%f :Z’g'l'geisnF;Loepfgé’ettael:i:n';‘;%r?cocfolfgtdg.l(d)(1) (providing that the purchasing
amount paid or incurred for recently pur{respecting ADSP, compare §1.461-4(d)(5), whickOrporation is automatically deemed to
chased stock after the acquisition daterovides that economic performance occurs for olfiave made a gain recognition election for
any increase in the basis of nonrecentljas the amount of the liability is properly taken intdts nonrecently purchased T stock).
purchased stock because a gain recogqﬁzzuzgg ;":;0:2: gzsfmoi:égev:’heeenmfgwaf:;tsia'e-(3) Effect of gain recognition elec-
tion election was made is also tgken Nt e economic performance requirements.) Stlon—(l) !n general. If thg purchasmg
account when AGUB is redetermined. In- corporation makes a gain recognition
creases or decreases with respect to the el{c) Grossed-up basis of recently pur-€lection, then for all purposes of the Inter-
ements of AGUB that are taken into acehased stock.The purchasing corpora-nal Revenue Code—
count before the close of new target's firstion’s grossed-up basis of recently pur- (A) The purchasing corporation is
taxable year are taken into account fochased target stock (as defined in sectidreated as if it sold on the acquisition date
purposes of determining AGUB and the338(b)(6)(A)) is an amount equal to—  the nonrecently purchased target stock for
basis of target’s assets as if they had been(1) The purchasing corporation’s basishe basis amount determined under para-
taken into account at the beginning of then recently purchased target stock at thgraph (d)(3)(ii) of this section; and
day after the acquisition date. Increasdseginning of the day after the acquisition (B) The purchasing corporation’s basis
or decreases with respect to the elemerdate determined without regard to the a®n the acquisition date in nonrecently pur-
of AGUB that are taken into account aftequisition costs taken into account in parashased target stock immediately following
the close of new target’s first taxable yeagraph (c)(3) of this section; the deemed sale in paragraph (d)(3)(i)(A)
result in the reallocation of AGUB among (2) Multiplied by a fraction, the numer- of this section is the basis amount.
target’s assets under §1.338-7. ator of which is 100 percent minus the (ii) Basis amount.The basis amount is
(iif) Examples. The following exam- percentage of target stock (by value, deequal to the amount in paragraph (c)(1) of
ples illustrate this paragraph (b)(2): termined on the acquisition date) attributthis section (the purchasing corporation’s
able to the purchasing corporation’s nonbasis in recently purchased target stock at
Example 1 In Year 1, T, a manufacturer, pur- Lo .
chases a customized delivery truck from X with pur_recentl.y purchaseq ta}rget stock, and thbe beginning of.the day after the acquisi-
chase money indebtedness having a stated princigd@nominator of which is the percentage dion date determined without regard to the
amount of $100,000 . P acquires all of the stock of target stock (by value, determined on thacquisition costs taken into account in
in Year 3 for $700,000 and makes a section 338 elegcquisition date) attributable to the purparagraph (c)(3) of this section) multi-
tion for T. Assume T has o liabilities other than itspasing corporation’s recently purchaseglied by a fraction the numerator of which
purchase money indebtedness to X. In Year 4, Whjrérget stock; is the percentage of target stock (by value
T is neither insolvent nor in a title 11 case, T and ! . = o
agree to reduce the amount of the purchase money (3) Plus the acquisition costs the purdetermined on the acquisition date) attrib-
indebtedness to $80,000. Assume that the reducti@hasing corporation incurred in connecutable to the purchasing corporation’s
would be a purchase price reduction under sectiaion with its purchase of the recently purnonrecently purchased target stock and
108(e)(5). T and X's agreement to reduce thepaged stock that are capitalized in ththe denominator of which is 100 percent
amount of the purchase money indebtedness would, . . .
under general principles of tax law that would appl g5|s_ of such stock _(e._g., brokerqge conminus the numerator amount. Thus,_ if
if the deemed asset sale had actually occurref}iSsions and any similar costs incurredarget has a single class of outstanding
change the amount of liabilities of old target takeby the purchasing corporation to acquirstock, the purchasing corporation’s basis
into account in determining its basis. Accordinglythe stock). in each share of nonrecently purchased
AGUB is redetermined at the time of the reduction. () Basjs of nonrecently purchasedarget stock after the gain recognition
See paragraph (e)(2) of this section. Thus the pur- i . . . . . .
chase price reduction affects the basis of the truc§<to'ck, gain 'rgcognltlo.n electier(1) No election is equal to the average price per
only indirectly, through the mechanism ofd@in recognition electionin the absence share of the purchasing corporation’s re-
§§1.338-6 and 1.338—7. See §1.338-4(b)(2Ri#) Of a gain recognition election under seceently purchased target stock.
amplefor the effect on ADSP. tion 338(b)(3) and this section, the pur- (iii) Losses not recognized®nly gains
Example 2.7, an accrual basis taxpayer, is 8chasing corporation retains its basis in theinreduced by losses) on the nonrecently
chemical manufacturer. In Year 1, T is obligated to .
remediate environmental contamination at the site 0Qonrecently purchased s_tock. . _ pur.chased targe.t stock are r'ecognlze.d.
one of its plants. Assume that all the events have oc- (2) Procedure for making gain recogni-  (iv) Stock subject to electiorThe gain

curred that establish the fact of the liability and théion election. A gain recognition election recognition election applies to—

1999-36 |.R.B. 375 September 7, 1999



(A) All nonrecently purchased targetacquired its assets from an unrelated peexamples in this paragraph (g), T has no
stock; and son for consideration that included the adiabilities other than the tax liability for
(B) Any nonrecently purchased stock irsumption of, or taking subject to, the liathe deemed sale gain, T shareholders
a target affiliate having the same acquishilities. For example, an increase omcur no costs in selling the T stock, and P
tion date as target if such target affiliatelecrease in a liability that does not affegncurs no costs in acquiring the T stock.
stock is held by the purchasing corporathe amount of new target's basis arisinghe examples are as follows:
tion on .suc-h Qate. from tht_a a§§umption of, or taking subjgct Example 1. (i) Before July 1 of Year 1, P pur-
(e) Liabilities of new target-(1) In to, the liability is not taken into account iNghases 10 of the 100 shares of T stock for $5,000.
general. The liabilities of new target are redetermining AGUB. On July 1 of Year 2, P purchases 80 shares of T stock
the liabilities of target (and the liabilities (3) Interaction with deemed sale gain.for $60,000 and makes a section 338 election for T.
to which target's assets are subject) as &ee §1.338-4(d)(3). As of July 1 of Year 2, T's only asset is raw land with
. .. . an adjusted basis to T of $50,400 and a fair market
the beginning of the day after the acquisi- (f) Adjustments by the Internal Revenug, e of $100,000. T has no loss or tax credit carry-
tion date (other than liabilities that wereService.In connection with the examina-overs to Year 2. T's marginal tax rate for any ordi-
neither liabilities of old target nor liabili- tion of a return, the District Director maynary income or net capital gain resulting from the
ties to which old target's assets were sutincrease (or decrease) AGUB under th@femed asset sale is 34 percent. The 10 shares pur-
. . . . . chased before July 1 of Year 1 constitute nonrecently
ject). In or.der. Fo be taken mtq aqgount iruthority of section 338(b)(2) and allocatel | -~ "\ + ciock with respect to P's qualified stock
AGUB, a liability must be a liability of such amounts to target's assets under thgichase of T stock on July 1 of Year 2.
target that is properly taken into accourduthority of section 338(b)(5) so that (i) The ADSP formula as applied to these facts is
in basis under general principles of taAGUB and the basis of target's asset&e same as in §1.338-4(gjample 1Accordingly,
law that would apply if new target had acproperly reflect the cost to the purchasing1e ADSP for T is $87,672.72. The existence of
. . . L. . onrecently purchased T stock is irrelevant for pur-
quired its assets from an unrelated persaorporation of its interest in target's asyoses of the ADSP formula, because that formula
for consideration that included the assets. Such items may include distributreats P’'s nonrecently purchased T stock in the same
sumption of, or taking subject to, the liations from target to the purchasing corpomanner as T stock not held by P.
bility. See §1.338-4(d)(1) for examplegation, capital contributions from the (i) The total tax liability resulting from T's
L . . . . . deemed asset sale, as calculated under the ADSP
of when tax liabilities are considered liapurchasing corporation to target durlngormula’ is $12.672.72.
bilities assumed by new target. the 12-month acquisition period, or acqui- (jv) if P does not make a gain recognition elec-
(2) Time and amount of liabilitiesThe sitions of target stock by the purchasingon, the AGUB of new T's assets is $85,172.72, de-
time for taking into account liabilities of corporation after the acquisition date frontermined as follows (In the following formula, GRP
old target in determining AGUB and theminority shareholders. IS the grossed-up basis in P's recently purchased T
e . . stock, BNP is P’s basis in nonrecently purchased T
amount of the liabilities taken into ac- (g) Examples.The following examples giock, 1 is T's liabilities, and X is P's acquisition

count is determined as if new target hatlustrate this section. For purposes of theosts for the recently purchased T stock):

AGUB =GRP +BNP + L+ X

AGUB = $60,000% [(1 —.1)/.8] + $5,000 + $12,672.72 + 0

AGUB = $85,172.72

(v) If P makes a gain recognition election, the AGUB of new T's assets is $87,672.72, determined as follows:
AGUB = $60,000 ( [(1 —.1)/.8] + $60,000 ( [(1 — .1)/8].1/(1 — .1)] + $12,672.72

AGUB = $87,672.72

(vi) The calculation of AGUB if P makes a gain $100,000. At this time, T has 100 shares of stock Par. 5. Sections 1.338-6 and 1.338-7
recognition election may be simplified as follows: outstanding. On August 1 of Year 1, P purchases 19« 5dded to read as follows:
AGUB = $60,000/.8 + $12,672.72 of the 100 shares of T stock for $8,000. On June 1
of Year 2, P purchases 50 shares of T stock f§1.338—6 Allocation of ADSP and AGUB
AGUB = $87,672.72 $f5|0,0((j)0. (r)1n Jung 1|5 ]f)f Yee(ljr 2, P.contributzze‘l tra%[mong target assets.
(vii) As a result of the gain recognition election,°f 1and to the capital of T.and receives 10 additiona

P .. shares of T stock as a result of the contribution. . "
P’s basis in its nonrecently purchased T stock is i e—
yp Both the basis and fair market value of the land at (a) Scop (1) In generaI.Thls section

c:[;e/ass]eg {r;)/r(nli&g)(;;) t?ﬁJS'Sgore(lc'i"rﬁggéogo ;ia(?nmat time are $10,800. On June 30 of Year 2, P puRrescribes rules for allo'cgyng ADSP and
o ) RGO 9 9 hases the remaining 40 shares of T stock foAGUB among the acquisition date assets
vear 2 with respgct to its nonrecently purchased i40,000 and makes a section 338 election for T. Thgf a target for which a section 338 elec-
stock of $2,500 (i.e., $7,500 — $5,000). AGUB of T is $108,800. tion is made

Example 2 On January 1 of Year 1, P purchases .. . - ) ¢ : )
one-third of the T stock. On March 1 of Year 1, Ttrib(u"t)e-cl;op?g:)\:e?tn; ttgitizrt!]sgsgtfsb;gﬁ, tfr:ZmDitgt?igto Igi- (2) Fair marke_t value—(i) In general.
distributes a dividend to all of its shareholders. ORgctor may allocate $10,800 of the AGUB to thea€nerally, the fair market value of an asset
April 15 of Year 1, P purchases the remaining Tand, leaving $98,000 to be allocated to the buildings its gross fair market value (i.e., fair mar-
stock and makes a section 338 election for T. In aee paragraph (f) of this section. Otherwise, appljket value determined without regard to
propriate circumstances, the District Director mayng the allocation rules of §1.338-6 would, on thespnortgages, liens, pledges, or other liabili-
decrease the AGUB of T to take into account theacts, result in an allocation to the recently con:. H ’ f’ ' f determi
payment of the dividend and properly reflect the faitributed land of an amount less than its value o}les)' owever, for purpose,s or determin-
market value of T's assets deemed purchased.  $10,800, with the difference being allocated to th&1d the amount of old target's deemed sale

Example 3.(i) T's sole asset is a building worth building already held by T. gain, the fair market value of any property
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subject to a nonrecourse indebtedness wiets so held in such proportion, thewr exchange. For example, if the deemed
be treated as being not less than themong Class VI assets so held in sudsset sale is a transaction described in sec-
amount of such indebtedness. (For puproportion, and finally to Class VII assetstion 1056(a) (relating to basis limitation
poses of the preceding sentence, a liability (ii) Class Il assets.Class Il assets arefor player contracts transferred in connec-
that was incurred because of the acquisictively traded personal property withintion with the sale of a franchise), the
tion of the property is disregarded to thehe meaning of section 1092(d)(1) an@mount of AGUB allocated to a contract
extent that such liability was not taken intd®1.1092(d)-1 (determined without regardor the services of an athlete cannot ex-
account in determining old target's basiso section 1092(d)(3)). In addition, Clasxeed the limitation imposed by that sec-
in such property.) Il assets include certificates of deposit antion. As another example, the amount of
(i) Transaction costs.Transaction foreign currency even if they are not acAGUB allocated to an amortizable sec-
costs are not taken into account in allocatively traded personal property. Exampletion 197 intangible resulting from an as-
ing ADSP or AGUB to assets in theof Class Il assets include U.S. governmerstumption-reinsurance transaction is deter-
deemed sale (except indirectly througecurities and publicly traded stock. mined under section 197(f)(5).
their effect on the total ADSP or AGUB to (iii) Class Il assetsClass Ill assets are (3) Special rule for allocating AGUB
be allocated). accounts receivable, mortgages, and credithen purchasing corporation has nonre-
(iii) Internal Revenue Service authorcard receivables from customers whicleently purchased stoek(i) Scope. This
ity. In connection with the examination ofarise in the ordinary course of business. paragraph (c)(3) applies if at the beginning
a return, the Internal Revenue Service (iv) Class IV assetsClass IV assets are of the day after the acquisition date—
may challenge the taxpayer’s determinastock in trade of the taxpayer or other (A) The purchasing corporation holds
tion of the fair market value of any asseproperty of a kind which would properly nonrecently purchased stock for which a
by any appropriate method and take intbe included in the inventory of taxpayer ifgain recognition election under section
account all factors, including any lack ofon hand at the close of the taxable year, 838(b)(3) and §1.338-5(d) is not made;
adverse tax interests between the partigztoperty held by the taxpayer primarilyand
For example, in certain cases the Intern&br sale to customers in the ordinary (B) The hypothetical purchase price de-
Revenue Service may make an indepewourse of its trade or business. termined under paragraph (c)(3)(ii) of this
dent showing of the value of goodwill and (v) Class V assetsClass V assets aresection exceeds the AGUB determined
going concern value as a means of callingll assets other than Class I, II, I, IV, VI,under §1.338-5(b).
into question the validity of the taxpayer’'sand VIl assets. (i) Determination of hypothetical pur-
valuation of other assets. (vi) Class VI assets.Class VI assets chase price.Hypothetical purchase price
(b) General rule for allocating ADSP are all section 197 intangibles, as definei$ the AGUB that would result if a gain
and AGUB—(1) Reduction in the amountin section 197, except goodwill and goingecognition election were made.
of consideration for Class | assetBoth concern value. (iii) Allocation of AGUB. Subject to
ADSP and AGUB, in the respective allo- (vii) Class VIl assetsClass VIl assets the limitations in paragraphs (c)(1) and
cation of each, are first reduced by thare goodwill and going concern valug?) of this section, the portion of AGUB
amount of Class | acquisition date assetéwhether or not the goodwill or going(after reduction by the amount of Class |
Class | assets are cash and general depagihcern value qualifies as a section 19&ssets) to be allocated to each Class II, I,
accounts (including savings and checkinmtangible). IV, V, VI, and VII asset of target held at
accounts) other than certificates of de- (3) Other items designated by the Interthe beginning of the day after the acquisi-
posit held in banks, savings and loan asial Revenue ServiceSimilar items may tion date is determined by multiplying—
sociations, and other depository institube added to any class described in this (A) The amount that would be allo-
tions. If the amount of Class | assetparagraph (b) by designation in the Intereated to such asset under the general rules
exceeds AGUB, new target will immedi-nal Revenue Bulletin by the Internal Reveof this section were AGUB equal to the
ately realize ordinary income in anenue Service. hypothetical purchase price; by
amount equal to such excess. The amount(c) Certain limitations and other rules (B) A fraction, the numerator of which
of ADSP or AGUB remaining after the re-for allocation to an asset(1) Allocation is actual AGUB (after reduction by the
duction is to be allocated to the remainingot to exceed fair market valueThe amount of Class | assets) and the denomi-
acquisition date assets. amount of ADSP or AGUB allocated tonator of which is the hypothetical pur-
(2) Other assets-(i) In general. Sub- an asset (other than Class VIl assets) cachase price (after reduction by the amount
ject to the limitations and other rules ohot exceed the fair market value of thadf Class | assets).
paragraph (c) of this section, ADSP anasset at the beginning of the day after the (4) Liabilities taken into account in de-
AGUB (as reduced by the amount ofacquisition date. termining amount realized on subsequent
Class | assets) are allocated among Class(2) Allocation subject to other rules. disposition. In determining the amount
Il acquisition date assets of target in profhe amount of ADSP or AGUB allocatedrealized on a subsequent sale or other dis-
portion to the fair market values of suctio an asset is subject to other provisions gisition of property deemed purchased by
Class Il assets at such time, then amorige Internal Revenue Code or generalew target, the entire amount of any lia-
Class Il assets so held in such proportiomprinciples of tax law in the same mannebility taken into account in AGUB is con-
then among Class IV assets so held ias if such asset were transferred to or asidered to be an amount taken into ac-
such proportion, then among Class V asjuired from an unrelated person in a saleount in determining new target’s basis in
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property that secures the liability for purvalues of T's Class V assets, the amount of ADSBrossed-up basis of recently purchased
poses of applying §1.1001-2(a). Thus fnd of AGUB allocated to each Class V asset is itsstock as determined under

a liability is taken into account in AGUB, far market value: Bils.izSoi_n5o(2ef:$;{t?0&u(riP:afte)gSs)tc.Jél.(- $ 1‘60200

§1.1001-2(a)(3) does not prevent th8uiding ......................... 800, iapiities . . . . . . .. ypIEhaee e 1000

amount of such liability from being :—a”dt- i igg AGUB ..o oo $ 2,700
. el . vestmentin 'L ...................

treated as discharged within the meanin otal ....... . $ 1,450 (iv) Since P holds nonrecently purchased stock,

of 81.1001-2(a)(4) as a result of new tar-
get’s sale or disposition of the property (vii) T has no Class VI assets. ‘The amount
which secures such Iiability. ADSP and gf AGUB gllocated toTs Cle.ass VIl gs— ‘
. sets (goodwill and going concern value) is $150, i.eGrossed-up basis of recently purchased

_ (d) Examples.The following examples g; g00 _ $1,450. stock as determined under

illustrate §81.338-4, 1.338-5, and this (viii) The grossed-up basis of the T1 stock is §1.338-5(c) ($1,606 (1—.2)/.8).... $1,600
section: $500, i.e., $450 ( 1/.9. Basis of nonrecently purchased stock

(ix) The liabilities of T as of the beginning of the as if the gain recognition election
Example 1. (i) T owns 90 percent of the outstandday after the acquisition date (including the tax lia- under §1.338-5(d)(2) had been made

ing T1 stock. P purchases 100 percent of the oukility for the deemed sale gain) that would, under ($1,600% .2/(1 = .2)). ...\ vvovvn... 400
standing T stock for $2,000. There are no acquisgeneral principles of tax law, be properly taken intq jabilities

g1e hypothetical purchase price of the T stock must
0, . ;
e computed and is determined as follows:

......................... 1,000
tion costs. P makes a section 338 election for T anglccount before the close of new T's first taxable Total . . ... .. ....... ... .. ... . .. $ 3,000
as a result, T1 is considered acquired in a qualifiegear, are as follows:
stock purchase. A section 338 election is made for o (v) Since the hypothetical purchase price
T1. The grossed-up basis of the T stock is $2,00g€neral Liabilities . ................. $ 100($3,000) exceeds the AGUB ($2,700) and no gain
(i.e., $2,000 ( 1/1). Taxes Payable ..................... — 2ecognition election is made under section
(ii) The liabilities of T as of the beginning of the Total ........................... $ 120338(b)(3), AGUB is allocated under paragraph
d.a.y after the acquisition date .(|nclud|ng the tax lia- (x) The AGUB of T1 is determined as follows: (c)(3? Of.thIS section.
bility for the deemed sale gain) that would, under (vi) First, an AGUB amount equal to the hypo-
general principles of tax law, be properly taken intdsrossed-up basis of T1 Stock ......... $ 50@hetical purchase price ($3,000) is allocated among
account before the close of new T’s first taxabld.iabilities . . ....................... 120the assets under the general rules of this section.
year, are as follows: AGUB ... $ 620The allocation is set forth in the column below enti-
I . . tl iginal Allocati Next, the allocation t
Liabilities (nonrecourse mortgage (xi) Assume that ADSP is also $620. ed Orlgmg ocation  Nex ca qca |on_ 9
R J o each asset in Class Il through Class VIl is multiplied
plus unsecured liabilities) .......... $ 700 (xii) Assume that at the beginning of the day afte . .
L , . a fraction having a numerator equal to the actual
TaxesPayable .................... 30€he acquisition date, T1's cash and the fair marke
Total ... ... .. $ 1,000values of its Class IV and VI assets are as follows: GUB reduced by the amount of Class | assets
' " ($2,700 — $200 = $2,500) and a denominator equal
(iii) The AGUB of T is determined as follows: Fair to the hypothetical purchase price reduced by the
. @sset market amount of Class | assets ($3,000 — $200 = $2,800),
Gross_ed—‘u_p DasIs ... $2,00 lass Asset value or 2,500/2,800. This produces thimal Allocation:
Total liabilities ................... 1,000
AGUB ...\t $ 3,000 | Cash..................0. $ 50* Original Final
A hat ADSP is also $3.000 v Inventory ................ 200 Class Asset Allocation  Allocation
(IV)A Ssumethat it 'bsa_so_$ ' X h day aft Vi Patent ................... _ 350 cash........... $ 200 $ 200
V) s;gmet at, at the beginning o t € day aiter Total .................... $600 Portfolio of actively
the acquisition date, T's cash and the fair market vals, - "
Amount traded securities 300 268
ues of T's Class I, I, IV, and V assets are as fol- " A nts receivabl 600 536
lows: (xiii) The amount of ADSP and of AGUB alloca- ccounts receivable
Fair ble to T1's Class IV and VI assets is first reduced byIV Inv_Tn_tory """" 300 268
Asset market the $50 of cash. \% Building ....... 800 714
Class Asset value (xiv) Because the remaining amount of ADsp ¥~ Land .......... 200 178
| Cash ¢ 200+2Nd Of AGUB (3570) is an amount which exceeds Investmentin T1 . 450 402
I Portfollic.) of actlvel traded Y the fair market value of T1'’s only Class IV asset, theV!l  Goodwill and going
securities y 300 inventory, the amount allocated to the inventory is concemvalue .. 150 __134
" Accounts receivable . .. - . 600 s fair market value ($200). After that, the remain- Total ....... : $3,000  $2,700
"""" ing amount of ADSP and of AGUB ($370) exceeds Al numbers rounded for convenience.
\ Inventory ................ 300 . \
v Building 800 the fair market value of T1's only Class VI asset, th%l 338-7 Allocation of redetermined
v Land .. 200 patent. Thus, the amount of ADSP and of AGUB al=—*
""" St located to the patent is its fair market value ($350).ADSP and AGUB among target assets.
\% Investmentin T .......... 450
Total $2.850 (xv) The amount of ADSP and of AGUB allo-

cated to T1’s Class VIl assets (goodwill and going (&) Scope.ADSP and AGUB are rede-
concern value) is $20, i.e., $570 — $550. termined at such time and in such amount
(vi) Under paragraph (b)(1) of this section, the Example 2(j) Assume that the facts are the sameys gn increase or decrease would be re-
amount of ADSP and AGUB allocable to T's Classas inExample lexcept that P has, for five years, . S
I, I, 1V, and V assets is reduced by the amount obwned 20 percent of T's stock, which has a basisfuwed under general principles of tax Ia_‘W
cash to $2,800, i.e., $3,000 — $200. $300 of ADSP’s hands at the beginning of the day after the acq or the elements of ADSP or AGUB. This
and of AGUB is then allocated to actively traded sesition date of $100, and P purchases the remainirggction provides rules for allocating rede-
curities. $600 of ADSP and of AGUB is then allo-80 percent of T's stock for $1,600. P does not makermined ADSP or AGUB when increases
cated to accounts receivable. $300 of ADSP and afgain recognition election under section 338(b)(3).qr gecreases with respect to the elements
AGUB is then allocated to the inventory. Since the (i) Under §1.338-5(c), the grossed-up basis o .
remaining amount of ADSP and of AGUB is $1,600recently purchased T stock is $1,600, i.e., $1,800 6f ADSP or AGUB a,re r,equlred after the
(i.e., $3,000 — ($200 + $300 + $600 + $300)), afil —.2)/.8. close of new target’s first taxable year.
amount which exceeds the sum of the fair market (jii) The AGUB of T is determined as follows: ~ For determining and allocating ADSP or

*Amount
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AGUB when increases or decreases are new target’s income tax return, the (3)Procedure for transactions in which
required with respect to the elements aleemed sale gain is separately accountedction 338(h)(10) is electedf an elec-
ADSP or AGUB before the close of newfor as an item of old target and may not bBon under section 338(h)(10) is made,
target’s first taxable year, see §81.338—4ffset by income, gain, deduction, lossany additional deemed sale gain resulting
1.338-5, and 1.338-6. credit, or other amount of new target. Thérom an increase or decrease in the ADSP

(b) Allocation of redetermined ADSPamount of tax on income of old target reis accounted for in determining the tax-
and AGUB.When ADSP or AGUB is re- sulting from an increase or decrease in theble income (or other amount) of the
determined, a new allocation of ADSP oADSP is determined as if such deemerthember of the selling consolidated group,
AGUB is made by allocating the redetersale gain had been recognized in old tathe selling affiliate, or the S corporation
mined ADSP or AGUB amount under theget’s taxable year ending at the close afhareholders to which such income, loss,
rules of §1.338-6. If the allocation of thethe acquisition date. or other amount is attributable for the tax-
redetermined ADSP or AGUB amount (ii) Carryovers and carrybacks(A) able year in which such increase or de-
under 8§1.338-6 to a given asset is diffel-0ss carryovers to new target taxablecrease is taken into account.
ent from the original allocation to it, theyears. A net operating loss or net capital (d) Special rules for AGUB-(1) Effect
difference is added to or subtracted frorfoss of old target may be carried forwaraf disposition or depreciation of acquisi-
the original allocation to the asset, as afto a taxable year of new target, under thigon date assets.If an acquisition date
propriate. Amounts allocable to an acquiprinciples of section 172 or 1212, as apasset has been disposed of, depreciated,
sition date asset (or with respect to a digplicable, but is allowed as a deductioramortized, or depleted by new target be-
posed-of acquisition date asset) arenly to the extent of any recognized infore an amount is added to the original al-
subject to all the asset allocation rules (fotome of old target for such taxable yeatpcation to the asset, the increased amount
example, the fair market value limitationas described in paragraph (c)(2)(i) of thistherwise allocable to such asset is taken
in 81.338-6(c)(1)) as if the redeterminedection. For this purpose, however, taxnto account under general principles of
ADSP or AGUB were the ADSP or able years of new target are not taken intax law that apply when part of the cost of
AGUB on the acquisition date. account in applying the limitations in sec-an asset not previously taken into account

(c) Special rules for ADSP-(1) In- tion 172(b)(1) or 1212(a)(1)(B) (or otherin basis is paid or incurred after the asset
creases or decreases in deemed sale gaimilar limitations). In applying sectionshas been disposed of, depreciated, amor-
taxable notwithstanding old target cease472(b) and 1212(a)(1), only income, gainiized, or depleted. A similar rule applies
to exist. To the extent general principlesloss, deduction, credit, and other amountghen an amount is subtracted from the
of tax law would require a seller in an acef old target are taken into account. Thusiriginal allocation to the asset. For pur-
tual asset sale to account for events relaf-old target has an unexpired net operaposes of the preceding sentence, an asset
ing to the sale that occur after the salig loss at the close of its taxable year ifs considered to have been disposed of to
date, target must make such an accounthich the deemed asset sale occurred thie extent that its allocable portion of the
ing. Target is not precluded from realizcould be carried forward to a subsequenfecrease in AGUB would reduce its basis
ing additional deemed sale gain becaugaxable year, such loss may be carried fopelow zero.
the target is treated as a new corporatiomard until it is absorbed by old target’'s in- (2) Section 38 propertySection 1.47—
after the acquisition date. come. 2(c) applies to a reduction in basis of sec-

(2) Procedure for transactions in which  (B) Loss carrybacks to taxable years ofion 38 property under this section.
section 338(h)(10) is not electee(i) old target. An ordinary loss or capital  (e) Examples.The following examples
Deemed sale gain included in new targettoss accounted for as a separate item Pfustrate this section. Any amount de-
return. If an election under sectionold target under paragraph (c)(2)(i) of thiscribed in the following examples is ex-
338(h)(10) is not made, any additionatection may be carried back to a taxablgluysive of interest. For rules characteriz-
deemed sale gain of old target resultingear of old target under the principles ofng deferred contingent payments as
from an increase or decrease in the ADS$ection 172 or 1212, as applicable. Fqjrincipal or interest, see §§1.483-4,
is included in new target’s income tax rethis purpose, taxable years of new targat1274-2(g), and 1.1275-4(c). The ex-
turn for new target’s taxable year in whichare not taken into account in applying thgmp|es are as follows:
the increase or decrease is taken into aimitations in section 172(b) or 1212(a)
count. For example, if after the acquisi{or other similar limitations). _ =t
. . . . . and going concern value, and their fair market val-
tion date there is an increase in the alloca- (C) C;reqn carryovers anq carrybacks. ¢ it the beginning of the day after the acquisition
ble ADSP of section 1245 property forThe principles described in paragraphgate, are as follows:
which the recomputed basis (but not thé)(2)(ii)(A) and (B) of this section apply _

. . . Fair
adjusted basis) exceeds the portion of tite carryovers and carrybacks of amountg__ Market
ADSP allocable to that particular asset ofor purposes of determining the amount of)ass Asset value
the acquisition date, the additional gain ia credit allowable under part 1V, subchap—V Building ...\ $ 100
treated as ordinary income to the extent ter A, chapter 1 of the Internal Revenuey  siock of X (not a target) . . . . . 200
does not exceed such excess amount. Seede. Thus, for example, credit carry- Total ... $ 300
paragraph (c)(2)(ii) of this section for theovers of old target may offset only in- (8) T has no liabilities other than a contingent li-
special treatment of old target’s carrycome tax attributable to items describegdyjjity that would not be taken into account under
overs and carrybacks. Although includeéh paragraph (c)(2)(i) of this section. general principles of tax law in an asset sale between

Example 1 (i)(A) T's assets other than goodwill
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unrelated parties when the buyer assumed the liabil- (B) No amount is allocated to the Class VII asthe provisions of §1.338—6. Because the redeter-

ity or took property subject to it. sets. New T is a calendar year taxpayer. Assunmined AGUB for T ($330) exceeds the sum of the

(i)(A) On September 1, 2000, P purchases all ofhat the X stock is a capital asset in the hands of nefair market values at the beginning of the day after
the outstanding stock of T for $270 and makes a se€- the acquisition date of the Class V acquisition date
tion 338 election for T. The grossed-up basis of the (iii) On January 1, 2001, new T sells the X stockassets ($300), AGUB allocated to those assets is lim-
T stock and T's AGUB are both $270. The AGUB isand uses the proceeds to purchase inventory. ited to those fair market values under §1.338—
ratably allocated among T's Class V assets in pro- (iv) Pursuant to events on June 30, 2002, thé(c)(1). As there are no Class VI assets, the remain-
portion to their fair market values as follows: contingent liability of old T is at that time properly ing AGUB of $30 is allocated to goodwill and going

. taken into account under general principles of tagoncern value (Class VIl assets). The amount of in-

Asset BasiS  |aw. The amount of the liability is $60. crease in AGUB allocated to each acquisition date
Building ($270 (100/300) ............. $90 (v) T's AGUB increases by $60 from $270 toasset is determined as follows:
Stock ($270 (200/300) .. ... ...l . 180%330. This $60 increase in AGUB is first allocated

Total ... $270 among T’s acquisition date assets in accordance with

Original Redetermined

Asset AGUB AGUB Increase
Building . ... $90 $ 100 $10
XStock ..o 180 200 20
Goodwill and going concernvalue ................. 0 _ 30 _ 30

Total .o $ 270 $ 330 $60

(vi) Since the X stock was disposed of before thg135 ($150x ($360/($150 + $250))) is allocated to Final
contingent liability was properly taken into accounthe machinery and $225 ($250 ($360/($150 + Class  Asset Allocation
for tax purposes, no amount of the increase ig250))) is allocated to the land. Accordingly, the | cash ... .. .. $ 200
AGUB attributable to such stock may be allocated t@asis of the machinery is reduced by $15 ($150 origq) Portfolio of actively traded
any T asset. Rather, such amount ($20) is allowgfa| allocation — $135 redetermined allocation) and securiies . . . ... 268+
as a capital loss to T for the taxable year 2002 undgie basis of the land is reduced by $25 ($250 origi-| Accounts receivable . . . .. .. 536
the principles ofArrowsmith v. Commissione344  na allocation — $225 redetermined allocation). No e 268
U.S. 6 (1952). In addition, the $10 increase immount is allocated to the Class VI assets. Accordy, Building 714
AGUB allocated to the building and the $30 in-ingly, the basis of the goodwill and going concerny, Land ... 178
crease in AGUB allocated to the goodwill and goingjalue is reduced by $100 ($100 original allocation —/ Investmentin T1 . . .. . ... .. 202
concern value are treated as baS|s_ redet_ermmatlog@ redetermined allocation). Vil Goodwill and going concern
in 2002. See paragraph (d)(1) of this section. (v) Assume that, as a result of deductions under value 134

Example 2(j) On January 1, 2002, P purchasessection 168, the adjusted basis of the machinery im- Total .. $2.700

all of the outstanding stock of T and makes a sectiomediately before the decrease in AGUB is zero. They, mbers rounded
338 election for T. Assume that ADSP and AGUBmachinery is treated as if it were disposed of before

of T are both $500 and are allocated among T's agne decrease is taken into account. In 2007, T recog- (ii) After the close of new target's first taxable
quisition date assets as follows: nizes income of $15, the character of which is detelear, P pays an additional $200 for its recently pur-
mined under the principles @frrowsmith v. Com- chased T stock. Assume that the additional consid-

for convenience.

élssfse; Asset Basis missioner,344 U.S. 6 (1952), and the tax benefiteration paid would not increase T's tax liability for
rule. No adjustment to the basis of T's assets e deemed sale gain.
\4 Machinery .................. $ 150 made for any tax paid on this amount. Assume also (iii) T's AGUB increases by $200, from $2,700 to
v Land ... 250 that, as a result of amortization deductions, the a&2,900. This $200 increase in AGUB is accounted
VI Goodwill and going concern justed basis of the goodwill and going concern valuéor in accordance with the provisions of §1.338—
valug ... + 100 immediately before the decrease in AGUB is $40. &(c)(3)(iii).
Total ... $500 gimilar adjustment to income is made in 2007 with (iv) The hypothetical purchase price of the T
(i) On September 30, 2004, P filed a claim/€SPECt to the $60 of previously amortized goodwilstock is redetermined as follows:
against the selling shareholders of T in a court of aind going concern value. L Grossed-up basis of recently purchased
propriate jurisdiction alleging fraud in the sale of the (Vi) In summary, the basis of T's acquisition date stock as determined under §1.338-5(c)
T st_(_)_ck. assets, as of January 1, 2007, is as follows: ($1,800X (1= 2)/8) - vvovo . $1,800
(iif) On January 1, 2007, the former shareholderg,gqe Basis Basis of nonrecently purchased stock as
refund $140 of the purchase price to P in a Sem%achinery ......................... $ 0 if the gain recognition election under
ment of the lawsuit. Assume that, under generq_land .............................. 225 §1.338-5(d)(2) had been made ($1,800
principles of tax law, both the seller and the b“yeéoodwill and going concer value . . . . . . 0 X2M(L=2)) oo, 450
properly take into account such refund when paid. Liabilities . .. .. ... 1,000

Assume also that the refund has no effect on the tax Example 3.(i) Assume that the facts are the same Total
liability for the deemed sale gain. This refund reas §1.338-6(dExample 2except that the recently
sults in a decrease of T's ADSP and AGUB of $140purchased stock is acquired for $1,600 plus addi- (v) Since the redetermined hypothetical purchase
from $500 to $360. tional payments that are contingent upon T's futurerice ($3,250) exceeds the redetermined AGUB
(iv) The redetermined ADSP and AGUB of $360earnings. Assume that, under general principles ¢$2,900) and no gain recognition election was made
is allocated among T’s acquisition date assets. Béax law, such later payments are properly taken intonder section 338(b)(3), the rules of §1.338-
cause ADSP and AGUB do not exceed the fair mamccount when paid. Thus, T's AGUB, determined a6(c)(3)(iii) are reapplied using the redetermined hy-
ket value of the Class V assets, the ADSP andf the beginning of the day after the acquisition datpothetical purchase price and the redetermined
AGUB amounts are allocated to the Class V assefafter reduction by T's cash of $200), is $2,500 andGUB.
in proportion to their fair market values at the beginis allocated among T's acquisition date assets under (vi) First, an AGUB amount equal to the redeter-
ning of the day after the acquisition date. Thus§1.338-6(c)(3)(iii) as follows: mined hypothetical purchase price ($3,250) is allo-
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cated among the assets under the general rulesi®imultiplied by a fraction with a numerator equal tathetical purchase price reduced by the amount of
81.338-6. The allocation is set forth in the columiihe actual redetermined AGUB reduced by th€lass | assets ($3,250 — $200 = $3,050), or
below entitledHypothetical Allocation. Next, the amount of Class | assets ($2,900 — $200 = $2,70@)700/3,050. This produces thgmal Allocation
allocation to each asset in Class Il through Class VHnd a denominator equal to the redetermined hypo-

Hypothetical Final
Class Asset Allocation Allocation

| Cash ... $ 200 $ 200
Il Portfolio of actively traded securities .. ................ 300 266*
Il Accountsreceivable . .......... .. 600 531
\ INVENTONY . . ..o 300 266
Y, Building . ... 800 708
Y, Land .. ... 200 177
Y, Investmentin TL .. ... 450 398
i Goodwill and going concernvalue .. .................. 400 354

Total ... $ 3,250 $ 2900

* All numbers rounded for convenience.

(vii) As illustrated by this example, reapplying §1.338—6(c)(3) results in a basis increase for some assets and a badisrdghereassets. The amount of re-
determined AGUB allocated to each acquisition date asset is determined as follows:

Original Redetermined
©)(3) ©)(@®3) Increase

Asset allocation allocation (decrease)
Portfolio of actively traded securities ... ......................... $ 268 $ 266 $ (2
Accountsreceivable . ........ ... 536 531 (5)
INVENTOTY .« . ot e 268 266 2)
BUIlding ... 714 708 (6)
Land ... 178 177 1)
Investment in TL .. ... . 402 398 (4)
Goodwill and goingconcernvalue . ........... ... 134 354 _ 220

Total $ 2,500 $ 2,700 $ 200

Example 4(i) On January 1, 2001, P purchases (ii) T has no liabilities. The AGUB is $700. In tion to their fair market values as follows:
all of the outstanding T stock and makes a sectioralculating ADSP, assume that, under §1.1001-1,

338 election for T. P pays $700 of cash and promisaise current amount realized attributable to the corésSet Basis

also to pay a maximum $300 of contingent considetingent consideration is $200. ADSP is thereforéEquipment .. .................... $200
ation at various times in the future. Assume tha$900 ($700 cash plus $200). Non-actively traded securities . . . . . .. 100
under general principles of tax law, such later pay- (jii) (A) The AGUB of $700 is ratably allocated Building . ....................... 500
ments are properly taken into account by P wheamong T’s Class V acquisition date assets in propor-Total . ........................ $800

paid. Assume also, however, that the current fatjon to their fair market values as follows:

market value of the contingent payments is reason- (B) The remaining ADSP, $100, is allocated to

ably ascertainable. The fair market value of T's agdSset Basis  goodwill and going concern value (Class VII).
sets (other than goodwill and going concem value) asguipment ($700< 200/800) . . . . . . . $175.00 (V) P and T file a consolidated return for 2001
of the beginning of the following day is as follows: Non-actively traded securities and each following year with P as the common par-
Fair (700> 100/800) -.............. 8750 ent(\(/)i]; tlr;ezi)fgzaf?x?r:g:g'ent amount of $120 is paid
Asset market Bu_ll_ldtlnlg (3700 500/800) .. .. ... .- %g%d:;y P. Assume that, under general principles of tax
Class ~Assets value Ol "law, the payment is properly taken into account by P
\Y Equipment.................. $200 (B) No amount is allocated to goodwill or goingat the time made. In 2004, there is an increase in T's
\% Non-actively traded securities . . 100 concern value. AGUB of $120. The amount of the increase allo-
\% Building. ................... __500 (iv) (A) The ADSP of $900 is ratably allocated cated to each acquisition date asset is determined as
Total............ ... ... .. 800 among T’s Class V acquisition date assets in propofellows:
Original Redetermined
Asset AGUB AGUB Increase
Equipment . ... .. $175.00 $200.00 $25.00
Land . ... . 87.50 100.00 12.50
Building ...... ... 437.50 500.00 62.50
Goodwill and going concernvalue ................ 0.00 20.00 20.00
Total ..o $ 700.00 $820.00 $120.00

Par. 6. Section 1.338-10 is added t(8) of this section, any deemed sale gain tsirn must also include any deemed sale
read as follows: reported on the final return of old targegain of any members of the consolidated
filed for old target’s taxable year that endgroup that are acquired by the purchasing
at the close of the acquisition date. If old¢orporation on the same acquisition date

(a) Returns including tax liability from target is the common parent of an affili-as old target).
deemed asset salg1) In general. Ex- ated group, the final return may be a con- (2) Old target’s final taxable year oth-
cept as provided in paragraphs (a)(2) amsblidated return (any such consolidated rerwise included in consolidated return of
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selling group—(i) General rule. If the are acquired by the purchasing corpora- (A) Contain the name, address, and em-
selling group files a consolidated returriion on the same acquisition date and thaloyer identification number of each tar-
for the period that includes the acquisitiomtherwise would be required to file sepaget required to be included in the com-
date, old target is disaffiliated from thatrate deemed sale returns. The combindined return;

group immediately before the deemedeturn must include all such targets. For (B) Contain the following declaration
asset sale and must file a deemed sale example, T and T1 may be included in §or a substantially similar declaration):

turn separate from the group that includesombined return if— EACH TARGET IDENTIFIED IN THIS
only the deemed sale gain and the carry- (A) T and T1 are directly owned sub-ELECTION TO FILE A COMBINED
over items specified in paragraphsidiaries of S; RETURN CONSENTS TO THE FILING
(a)(2)(iii) of this section. The deemed (B) S is the common parent of a consolOF A COMBINED RETURN,;

asset sale occurs at the close of the acqidated group; and (C) For each target, be signed by a per-

sition date and is the last transaction of (C) P makes qualified stock purchaseson who states under penalties of perjury
old target. Any transactions of old targebf T and T1 on the same acquisition datethat he or she is authorized to act on be-
occurring on the acquisition date other (ii) Gain and loss offsetsGains and half of such target.

than the deemed asset sale are includedlasses recognized on the deemed asset(iv) Consequences of filing a combined
the selling group’s consolidated return. Asales by targets included in a combined reeturn. Each target included in a com-
deemed sale return includes a combinddrn are treated as the gains and losses dbiaed return is severally liable for any tax
deemed sale return as defined in paraingle target. In addition, loss carryoverassociated with the combined return. See
graph (a)(4) of this section. of a target that were not subject to the seg1.338-1(b)(3).

(i) Separate taxable yealhe deemed arate return limitation year restrictions (5) Deemed sale excluded from pur-
asset sale included in the deemed sale (&RLY restrictions) of the consolidated rechasing corporation’s consolidated re-
turn under this paragraph (a)(2) occurs iturn regulations while that target was aurn. Old target may not be considered a
a separate taxable year, except that oldember of the selling consolidated groumember of any affiliated group that in-
target’s taxable year of the sale and thmay be applied without limitation to thecludes the purchasing corporation with re-
consolidated year of the selling group thagains of other targets included in the conspect to its deemed asset sale.
includes the acquisition date are treated &ined return. If, however, a target has loss (6) Due date for old target's final re-
the same year for purposes of determinincarryovers that were subject to the SRLYurn—(i) General rule. Old target’s final
the number of years in a carryover or carestrictions while that target was a memreturn is generally due on the 15th day of
ryback period. ber of the selling consolidated group, théhe third calendar month following the

(iif) Carryover and carryback of tax at- use of those losses in the combined retumonth in which the acquisition date oc-
tributes. Target's attributes may be car-continues to be subject to those restriccurs. See section 6072 (time for filing in-
ried over to, and carried back from, theions, applied in the same manner as if theome tax returns).
deemed sale return under the rules applicombined return were a consolidated re- (ii) Application of §1.1502—76(€}A)
able to a corporation that ceases to betarn. A similar rule applies, when approdn general. Section 1.1502—-76(c) applies
member of a consolidated group. priate, to other tax attributes. to old target’s final return if old target was

(iv) Old target is a component member (iii) Procedure for filing a combined re-a member of a selling group that did not
of purchasing corporation’s controlled turn. A combined return is made by filing file consolidated returns for the taxable
group. For purposes of its deemed sal@ single corporation income tax return iryear of the common parent that precedes
return, target is a component member dieu of separate deemed sale returns for dle year that includes old target’s acquisi-
the controlled group of corporations intargets required to be included in the contion date. If the selling group has not
cluding the purchasing corporation unlesbined return. The combined return refiled a consolidated return that includes
target is treated as an excluded memb#ects the deemed asset sales of all targetkl target’s taxable period that ends on the
under section 1563(b)(2). required to be included in the combinecquisition date, target may, on or before

(3) Old target is an S corporationlf return. If the targets included in the comthe final return due date (including exten-
target is an S corporation for the periodbined return constitute a single affiliatedsions), either—
that ends on the day before the acquisitiogroup within the meaning of section (1) File a deemed sale return on the as-
date, old target must file a deemed sale r&504(a), the income tax return is signedumption that the selling group will file
turn as a C corporation. For this purposdyy an officer of the common parent of thathe consolidated return; or
the principles of paragraph (a)(2) of thiggroup. Otherwise, the return must be (2) File a return for so much of old tar-
section apply. This paragraph (a)(3) doesigned by an officer of each target inget's taxable period as ends at the close of
not apply if an election under sectiorcluded in the combined return. Ruleshe acquisition date on the assumption
338(h)(10) is made for the S corporation.similar to the rules in 81.1502-75(j) applythat the consolidated return will not be

(4) Combined deemed sale returi) for purposes of preparing the combinediled.

General rule. Under section 338(h)(15), return. The combined return must include (B) Deemed extensiorf-or purposes of
a combined deemed sale return (coman attachment prominently identified aspplying 81.1502—-76(c)(2), an extension
bined return) may be filed for all targetsan ELECTION TO FILE A COMBINED of time to file old target’s final return is
from a single selling consolidated grouliRETURN UNDER SECTION 338(h)- considered to be in effect until the last date
(as defined in 81.338(h)(10)-1(b)(3)) tha{15). The attachment must— for making the election under section 338.
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C) Erroneous filing of deemed sale re+eturns. T must file a separate return for its taxabliecome tax return for T's taxable period ending on
g

turn. If. under this paragraph (a)(6)(ii) year ending on June 30 of Year 1, which return inSeptember 20 of Year 1 was due on December 15 of

target fi’les a deemed sale return but t'hcéudes the deemed asset sale. Year 1. Additions to tax for failure to file a return
I(‘I:]_ d fil lidated ] ) o and to pay tax shown on a return will not be imposed

selling group does not file a consolidated () Waiver—(1) Certain additions to if Ts return is filed and the tax paid on or before

return, target must file a substituted returfgx. An addition to tax or additional June 15 of Year 2. (This waiver applies even if the

for old target not later than the due datgmount (addition) under subchapter A ofcauisition date coincides with the last day of T's

(including extensions) for the return Ofchapter 68 of the Internal Revenue Codfgrmer taxable year, i.e., March 31 of Year 2.) Inter-

est on any underpayment of tax for old T's short tax-

the common parent with which old targeta_nsmg on or before the last day for makéble year ending September 20 of Year 1 runs from

would have been included in the consoliing the election under section 338 becaus®cember 15 of Year 1. A statement indicating that
dated return. The substituted return is fasf circumstances that would not exist buthe waiver rule of this paragraph is being asserted
so much of old target's taxable year afor an election under section 338, ishould be attached to T's return.

ends at the close of the acquisition datevaived if— Example 2 Assume the same facts adfmample
Under §1.1502-76(c)(2), the deemed sale (i) Under the particular statute the addis: ASSume further that new T adopts the calendar

ear by filing, on or before June 15 of Year 2, its first

return is not considered a return for purtion is excusable upon a showing of reaf—eturn (for the period beginning on September 21 of

poses of section 6011 (relating to the gersonable cause; and Year 1 and ending on December 31 of Year 1) indi-
eral requirement of filing a return) if a (ii) Corrective action is taken on or be-ating that a calendar year is chosen. See
substituted return must be filed. fore the last day. §1.338-1(b)(1). Any additions to tax or amounts de-

(D) Erroneous fiIing of return for regu- (2) Notification. The Internal Revenue scribed in this paragraph (b) that arise because of the

. - e . te filing of a return for the period ending on De-
lar tax year. If, under this paragraph Service should be notified at the time 0(;lraember 31 of Year 1 are waived, because they are

(2)(6)(ii), target files a return for so muchcorrection (e.g., by at_tachlng a statémetseg on circumstances that would not exist but for
of old target's regular taxable year as end® @ return that constitutes corrective aGne section 338 election. Notwithstanding this
at the close of the acquisition date but thgon) that the waiver rule of this paragraphwaiver, however, the retum is still considered due
selling group files a consolidated return{b) is being asserted. March 15 of Year 2, and interest on any underpay-

- 3) Elections or other actions required Ment runs from that date.
target must file an amended return for old ®3) q Example 3Assume the same facts asSample

target not later than the due date (inClU&Q be specified on a timely filed reth 2, except that T's former taxable year ends on Octo-
ing extensions) for the selling group’s() In general. If paragraph (b)(1) of this per 31" Although prior to the election old T had a re-
consolidated return. (The amended retuﬁ?cnon app“es or WOUId apply |f Fhel’aurn due on January 15 of Year 2 for its year ending
is a deemed sale return.) were an underpayment, any election ddctober 31 of Year 1, that return need not be filed

(E) Last date for payment of taxt ei- other action that must be specified on pecause a timely election under section 338 was

; : i~4made. Instead, old T must file a final return for the
ther a substituted or amended final returmelY filed return for. the taxable per.IOd eriod ending on September 20 of Year 1, which is
overed by the late filed return descnbe@

of old target is filed under this paragraplf h (b hi o ue on December 15 of Year 1.
(a)(6)(ii), the last date prescribed for pay'—r_] paragrap ( _)(1) Of.t. IS section Is con-
ment of tax is the final return due datsidered timely if specified on a late-filed§§1.338(b)-1, 1.338(b)-2T, and
(as defined in paragraph (a)(6)(i) of thideturn filed on or before the last day forl.338(b)-3T [Removed]
section) making the election under section 338. )
(7) Exémples The following examples (i) New target in purchasing corpora- _Par. 7. Sections 1.338(b)-1, 1.338(b)-
llustrate this paragraph (a): tion's consolidated return.If new target 2T, and 1.338(b)-3T, are removed.
paragrapn (a)- is includible for its first taxable year in a Par. 8. Section 1.338(h)(10)-1 is re-
Example 1() S is the common parent of a con-consolidated return filed by the affiliatedvised to read as follows.
lidated that includes T. The S fil ' ' -
solidated group that includes e S group filegroup of which the purchasing corpora 1.338(h)(10)-1 Deemed asset sale and

calendar year consolidated returns. At the close ¢fon is a member on or before the last d : \
June 30 of Year 1, P makes a qualified stock PUE quidation.

) ~for making the election under section 338,
chase of T from S. P makes a section 338 election ) .
for T, and T's deemed asset sale occurs as of tHEY g[ectpn or other .actlon that must be (a) Scope.This section prescribes rules
close of T's acquisition date (June 30). specified in a timely filed return for newyo, qualification for a section 338(h)(10)
(ii) T is considered disaffiliated for purposes oftarget’s first taxable year (but which is ok |ection and for making a section
reporting the deemed sale gain. Accordingly, T igpecified in the consolidated return) i%38(h)(10) election. This section also pre-

included in the S group’s consolidated retur i i i ifi i . .
tonsidered timely if specified in angqrines the consequences of such election.

gillri(t)yu?o'l tThZ 3°ecéiﬁse'gogafjea;iﬁxéefetpt:§§éhii ?’;;';é}mended return filed on or before Suc'_?he rules of this section are in addition to
rate deemed sale return of T. Provided that T is ni"fiSt day, at the pl'ace where the ConSOI{he rules of §81.338-0 through 1.338-10
tlrsg‘;ebd ss ?r_‘ excluded m?mberb“”d‘:rp,sec“dj‘atidéetum lwaﬁ_;‘]lle?l.” . | and 1.338(i)-1 and, in appropriate cases,

(b)(2), T is a component member of P's con- (4) Examples.The following examples apply instead of the rules of §§1.338-0

trolled group for the taxable year of the deeme i : .

asset sale, and the taxable income bracket amouﬂtlgsnate this paragraph (b) through 1.338-10 and 1.338(i)-1.

available in calculating tax on the deemed sale re- Example 1.T is an unaffiliated corporation with ~ (b) Definitions—(1) Consolidated tar-

turn must be limited accordingly. a tax year ending March 31. At the close of Septenget. A consolidated targe'-s a target that
(iii) If P purchased the stock of T at 10 a.m. orber 20 of Year 1, P makes a qualified stock purchasi% a member of a consolidated group

June 30 of Year 1, the results would be the samef T. P does not join in filing a consolidated return.Within the meaning of §1 1502—l(h) on

See paragraph (a)(2)(i) of this section. P makes a section 338 election for T on or before o _'
Example 2.The facts are the same a€ixample June 15 of Year 2, which causes T's taxable year {1€ acquisition date and is not the com-

1, except that the S group does not file consolidateend as of the close of September 20 of Year 1. AMON parent of the group on that date.
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(2) Selling consolidated groupA sell- the section 338 election for T is also nofincluding the time of the deemed asset
ing consolidated groups the consoli- valid. sale and the deemed liquidation) notwith-
dated group of which the consolidated tar- (d) Certain consequences of sectiostanding section 1362(d)(2)(B). Also,
get is a member on the acquisition date. 338(h)(10) electionFor purposes of sub- when T is an S corporation target, any di-

(3) Selling affiliate; affiliated targetA title A of the Internal Revenue Code (ex+ect and indirect subsidiaries of T which T
selling affiliateis a domestic corporation cept as provided in 81.338-1(b)(2)), thénas elected to treat as qualified subchapter
that owns on the acquisition date amonsequences to the parties of making % subsidiaries under section 1361(b)(3)
amount of stock in a domestic targetsection 338(h)(10) election for T are asemain qualified subchapter S sub-
which amount of stock is described irfollows: sidiaries through the close of the acquisi-
section 1504(a)(2), and does not join in (1) P. P is automatically deemed totion date. No similar rule applies when a
filing a consolidated return with the tar-have made a gain recognition election fogualified subchapter S subsidiary, as op-
get. In such case, the target isadfili- its nonrecently purchased T stock, if anyposed to the S corporation that is its
ated target. The effect of a gain recognition electiorowner, is the target the stock of which is

(4) S corporation target.An S corpo- includes a taxable deemed sale by P actually purchased.
ration targetis a target that is an S corpothe acquisition date of any nonrecently (ii) Tiered targets. In the case of par-
ration immediately before the acquisitiorpurchased target stock. See 81.338-5(dgnt-subsidiary chains of corporations
date. (2) New T. The AGUB for new T’s as- making elections under section 338(h)-

(5) S corporation shareholders. S cor-sets is determined under §1.338-5 and {40), the deemed asset sale of a parent
poration shareholdersre the S corpora- allocated among the acquisition date agorporation is considered to precede that
tion target's shareholders. Unless othesets under §81.338-6 and 1.338-7. Noof its subsidiary. See §1.338-3(4)(i).
wise indicated, a reference to Swithstanding paragraph (d)(4) of this sec- (4) Old T and selling consolidated
corporation shareholders refers both to #on (deemed liquidation of old T), new Tgroup, selling affiliate, or S corporation
corporation shareholders who do andemains liable for the tax liabilities of oldshareholders—deemed liquidation; tax
those who do not sell their target stock. T (including the tax liability for the characterizatior—(i) In general.OIld T is

(6) Liquidation. Any reference in this deemed sale gain). For example, new ffeated as if, before the close of the acqui-
section to a liquidation is treated as a refemains liable for the tax liabilities of thesition date, after the deemed asset sale in
erence to the transfer described in paraembers of any consolidated group thataragraph (d)(3) of this section, and while
graph (d)(4) of this section notwithstandare attributable to taxable years in whiclold T is a member of the selling consoli-
ing its ultimate characterization forthose corporations and old T joined in thelated group (or owned by the selling affil-
Federal income tax purposes. same consolidated return. See 81.1502ate or owned by the S corporation share-

(c) Section 338(h)(10) electien(1) In  6(a). holders), it transferred all of its assets to
general. A section 338(h)(10) election (3) Old T—deemed sale(i) In gen- members of the selling consolidated
may be made for T if P acquires stocleral. Old T is treated as transferring all ofgroup, the selling affiliate, or S corpora-
meeting the requirements of sectiolits assets to an unrelated person in exon shareholders and ceased to exist. The
1504(a)(2) from a selling consolidatedchange for consideration that includes theansfer from old T is characterized for
group, a selling affiliate, or the S corporaassumption of or taking subject to liabili-Federal income tax purposes in the same
tion shareholders in a qualified stock purties in a single transaction at the close ahanner as if the parties had actually en-
chase. the acquisition date (but before thegaged in the transactions deemed to occur

(2) Simultaneous joint election require-deemed liquidation). See §1.338-1(a) résecause of this section and taking into ac-
ment. A section 338(h)(10) election isgarding the tax characterization of theount other transactions that actually oc-
made jointly by P and the selling consoli-deemed asset sale. ADSP for old T is deurred or are deemed to occur. For exam-
dated group (or the selling affiliate or theermined under 81.338-4 and allocatedle, the transfer may be treated as a
S corporation shareholders) on Fornamong the acquisition date assets unddistribution in pursuance of a plan of reor-
8023 in accordance with the instruction§81.338-6 and 1.338-7. Old T realizeganization, a distribution in complete can-
to the form. S corporation shareholderthe deemed sale gain from the deemegkllation or redemption of all its stock,
who do not sell their stock must also conasset sale before the close of the acquigine of a series of distributions in com-
sent to the election. The sectionion date while old T is a member of theplete cancellation or redemption of all its
338(h)(10) election must be made noselling consolidated group (or owned bystock in accordance with a plan of liqui-
later than the 15th day of the 9th montlthe selling affiliate or owned by the S cordation, or part of a circular flow of cash.
beginning after the month in which theporation shareholders). If T is an affili-ln most cases, the transfer will be treated
acquisition date occurs. ated target, or an S corporation target, thees a distribution in complete liquidation to

(3) Irrevocability. A section 338(h)(10) principles of §81.338-2(c)(10) andwhich section 336 or 337 applies.
election is irrevocable. If a section1.338-10(a)(1), (5), and (6)(i) apply to (ii) Tiered targets.In the case of par-
338(h)(10) election is made for T, a secthe return on which the deemed sale gaent-subsidiary chains of corporations
tion 338 election is deemed made for T. is reported. When T is an S corporatiomaking elections under section

(4) Effect of invalid election.If a sec- target, T's S election continues in effecB38(h)(10), the deemed liquidation of a
tion 338(h)(10) election for T is not valid, through the close of the acquisition datsubsidiary corporation is considered to
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precede the deemed liquidation of its (ii) T stock sale.A minority share- under the installment obligation are
parent. holder recognizes gain or loss on thgreater or less than the amount realized.
(5) Selling consolidated group, sellingshareholder’s sale or exchange of T stock (ii) In deemed liquidation.Old T is
affiliate, or S corporation shareholders included in the qualified stock purchase. treated as distributing in the deemed lig-
() In general.If Tis an S corporation tar-  (iii) T stock not acquired A minority uidation the new T installment obliga-
get, S corporation shareholders (whetheshareholder does not recognize gain dions that it is treated as receiving in the
or not they sell their stock) take their prdoss under this section with respect toleemed asset sale. The members of the
rata share of the deemed sale gain into aghares of T stock retained by the shareelling consolidated group, the selling af-
count under section 1366 and increase bpolder. The shareholder’s basis and holdHiate, or the S corporation shareholders
decrease their basis in T stock under seittg period for that T stock is not affectedare treated as receiving in the deemed lig-
tion 1367. Members of the selling conby the section 338(h)(10) election. uidation the new T installment obliga-
solidated group, the selling affiliate, or S (7) Consolidated return of selling con-tions that correspond to the P installment
corporation shareholders are treated as #olidated group.If P acquires T in a qual- obligations they actually received indi-
after the deemed asset sale in paragraffted stock purchase from a selling convidually in exchange for their recently
(d)(3) of this section and before the clossolidated group— purchased stock. The new T installment
of the acquisition date, they received the (i) The selling consolidated group musbbligations may be recharacterized under
assets transferred by old T in the transafite a consolidated return for the taxablether rules. See for example §1.453—
tion described in paragraph (d)(4)(i) ofperiod that includes the acquisition date; 11(a)(2) which, in certain circumstances,
this section. In most cases, the transfer (ii) A consolidated return for the sellingtreats the new T installment obligations
will be treated as a distribution in com-consolidated group for that period mayleemed distributed by old T as if they
plete liquidation to which section 331 omot be withdrawn on or after the day that were issued by new T in exchange for the
332 applies. section 338(h)(10) election is made for Tmembers’ of the selling consolidated
(ii) Basis and holding period of T stockand group, the selling affiliate’s, or the S cor-
not acquired. A member of the selling (iii) Permission to discontinue filing poration shareholders’stock in old T. The
consolidated group (or the selling affiliateconsolidated returns cannot be grantesiembers of the selling consolidated
or an S corporation shareholder) retaininfpr, and cannot apply to, that period ogroup, the selling affiliate, or the S corpo-
T stock is treated as acquiring the stock sany of the immediately preceding taxablgation shareholders are treated as receiv-
retained on the day after the acquisitioperiods during which consolidated returnéng all other consideration in the deemed
date for its fair market value. The holdingcontinuously have been filed. liguidation in cash.
period for the retained stock starts on the (8) Availability of the section 453 in- (9) Treatment consistent with an actual
day after the acquisition date. For purstallment methodSolely for purposes of asset sale.Old T may not assert any pro-
poses of this paragraph, the fair marketpplying sections 453, 453A, and 453Byision in section 338(h)(10) or this sec-
value of all of the T stock equals theand the regulations thereunder (the irtion to obtain a tax result that would not
grossed-up amount realized on the sale stallment method) to determine the consde obtained if the parties had actually en-
P of P’s recently purchased target stockjuences to old T in the deemed asset sgl@ged in the transactions deemed to occur
See §1.338-4(c). and to old T (and its shareholders, if relebecause of this section and taking into ac-
(i) T stock sale.Members of the sell- vant) in the deemed liquidation, the rulesount other transactions that actually oc-
ing consolidated group (or the selling afin paragraphs (d)(1) through (7) of thiscurred or are deemed to occur.
filiate or S corporation shareholders) recsection are modified as follows: (e) ExamplesThe following examples
ognize no gain or loss on the sale or (i) In deemed asset saleOld T is illustrate this section:
gxchange of T stock included in the qualitreated as rgceiving in the .dee.med assetExamIOIe 1.() S1 owns all of the T stock and T
fied stock purchase (although they magale new T installment obligations, th&, s all of the stock of T1 and T2. S1 is the com-
recognize gain or loss on the T stock iterms of which are identical (except as téon parent of a consolidated group that includes T,
the deemed liquidation). the obligor) to P installment obligationsT1, and T2. P makes a qualified stock purchase of
(6) Nonselling minority shareholdersissued in exchange for recently purchase¥ of the T stock from S1. S1 joins with P in making
other than nonselling S corporationstock of T. Old T is treated as receiving irg section 338(h)(10) election for T and for the
. . . L emed purchase of T1. A section 338 election is
shareholders—(i) In general. This para- cash all other consideration in the deemegl; made for T2.
graph (d)(6) describes the treatment adsset sale other than the assumption of, or(ii) S1 does not recognize gain or loss on the sale
shareholders of old T other than the foltaking subject to, old T liabilities. For ex-of the T stock and T does not recognize gain or loss
lowing: members of the selling consoli-ample, old T is treated as receiving iff" the sale of the T1 stock because section
dated group, the selling affiliate, S corpoeash any amounts attributable to thg-cd)(10) elections are made for T and TL. Thus,
. . ) or example, gain or loss realized on the sale of the T
ration shareholders (whether or not thegrossing-up of amount realized undeg; 11 stock is not taken into account in earnings and
sell their stock), and P. For a descriptio81.338-4(c). The amount realized for reprofits. However, because a section 338 election is
of the treatment of S corporation sharecently purchased stock taken into accoumpt made for T2, T must recognize any gain or loss
holders, see paragraph (d)(5) of this seia determining ADSP is adjusted (and!€alized on the deemed sale of the T2 stock. See
tion. A shareholder to which this parathus, ADSP is redetermined) to reflect th§1'§38_4(h)' _
. . . . . . . (iii) The results would be the same if S1, T, T1,
graph (d)(6) applies is called a minorityamounts paid under an installment obligasg T2 are not members of any consolidated group,
shareholder. tion for the stock when the total paymentsecause S1 and T are selling affiliates.
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Example 2 (i) S and T are solvent corporations.treated in the same manner as if they had actually oc- (ii) Assume that, if the T stock had not itself been
S owns all of the outstanding stock of T. S and Burred. Because old T transferred substantially all afold but T had instead sold both its inventory and the
agree to undertake the following transaction: T wilits assets to S2, and is deemed to have distributed iéwco stock to P, T would for tax purposes be
distribute half its assets to S, and S will assume hatk remaining assets and gone out of existence, thieemed instead to have sold both its inventory and
of T’s liabilities. Then, P will purchase the stock of Ttransfer of assets to S2, taking into account the relatedtively traded security directly to P, with P deemed
from S. S and P will jointly make a sectiontransfers, deemed and actual, qualifies as a reorgattien to have created Newco and contributed the ac-
338(h)(10) election with respect to the sale of T. Theation under section 368(a)(1)(D). Section 361(c)(1jvely traded security to the capital of Newco. Sec-
corporations then complete the transaction as agreethd not section 332 applies to T's deemed liquidationion 338, if elected, generally recharacterizes a stock
(i) Under section 338(a), the assets present in T Example 4. (i) T owns two assets: an actively sale as a deemed sale of assets. The tax results of
at the close of the acquisition date are deemed sdidded security (Class 1) with a fair market value othe deemed sale of assets should, where possible, be
by old T to new T. Under paragraph (d)(4) of thisf100 and an adjusted basis of $100, and inventolike those of an actual asset sale. Hence, the deemed
section, the transactions described in paragraph ((Jlass 1V) with a fair market value of $100 and arsale of assets under section 338(h)(10) should be
of this section are treated in the same manner asaitljusted basis of $100. T has no liabilities. S is neéreated as one of the inventory and actively traded
they had actually occurred. Because S and P hadtiating to sell all the stock in T to P for $100 castsecurity themselves, not of the inventory and Newco
agreed that, after T's actual distribution to S of parand contingent consideration. Assume that undetock. That is the substance of the transaction. The
of its assets, S would sell T to P pursuant to an elegenerally applicable tax accounting rules, P’s adanti-abuse rule of §1.338-1(c) does not apply, be-
tion under section 338(h)(10), and because pargusted basis in the T stock immediately after the purcause the substance of the deemed sale of assets is a
graph (d)(4) of this section deems T subsequently tthase would be $100, because the contingent cosale of the inventory and the actively traded security
have transferred all its assets to its shareholder, Td&leration is not taken into account. Thus, under thbemselves, not of the inventory and the Newco
deemed to have adopted a plan of complete liquidadles of §1.338-5, AGUB would be $100. Under thestock. Otherwise, the anti-abuse rule might apply.
tion under section 332. T's actual transfer of assetlocation rules of §1.338-6, the entire $100 would Example 5.(i) T, a member of a selling consoli-
to S is treated as a distribution pursuant to that plare allocated to the Class Il asset, the actively tradetited group, has only one class of stock, all of which
of complete liquidation. security, and no amount would be allocated to the ins owned by S1. On March 1 of Year 2, S1 sellsits T
Example 3. (i) S1 owns all of the outstanding ventory. P, however, plans immediately to cause $tock to P for $80,000, and joins with P in making a
stock of both T and S2. All three are corporationsto sell the inventory, but not the actively traded secisection 338(h)(10) election for T. There are no sell-
S1 and P agree to undertake the following transacity, so it requests that, prior to the stock sale, $qg costs or acquisition costs. On March 1 of Year 2,
tion. T will transfer substantially all of its assets andcause T to create a new subsidiary, Newco, and cofi-owns land with a $50,000 basis and $75,000 fair
liabilities to S2, with S2 issuing no stock in ex-tribute the actively traded security to the capital omarket value and equipment with a $30,000 adjusted
change therefor, and retaining its other assets and lewco. Because the stock in Newco, which wouldbasis, $70,000 recomputed basis, and $60,000 fair
abilities. Then, P will purchase the stock of T fromnot be actively traded, is a Class V asset, under timearket value. T also has a $40,000 liability. S1
S1. S1 and P will jointly make a section 338(h)(10jyules of §1.338—6 $100 of AGUB would be allocategpays old T's allocable share of the selling group’s
election with respect to the sale of T. The corporae the inventory and no amount of AGUB would beconsolidated tax liability for Year 2 including the tax
tions then complete the transaction as agreed. allocated to the Newco stock. Newco’s own AGUBJiability for the deemed sale gain (a total of
(i) Under section 338(a), the assets present in T &0 under the rules of §1.338-5, would be allocatefi13,600).
the close of the acquisition date are deemed sold Iby the actively traded security. When P subsequently (i) ADSP of $120,000 ($80,000 + $40,000 + 0)
old T to new T. Under paragraph (d)(4) of this seceauses T to sell the inventory, T would realize nas allocated to each asset as follows:
tion, the transactions described in this section amgain or loss instead of realizing gain of $100.

Allocable

Assets Basis FMV Fraction ADSP
Land . ... $ 50,000 $ 75,000 5/9 $ 66,667
EQUIPMENt ... 30,000 60,000 4/9 53,333

Total .o $ 80,000 $ 135,000 1 $ 120,000

(iii) Under paragraph (d)(3) of this section, old T  (B) Under §1.338-5, the AGUB for new T is has a fair market value of $60,000. T1 has no assets
has gain on the deemed sale of $40,000 (consisti§gd.20,000 (i.e., $64,000/.8 + $40,000 + $0). other than the equipment and no liabilities. S1 pays
of $16,667 of capital gain and $23,333 of ordinary (C) Under paragraph (d)(4) of this section, Sbld T's and old T1's allocable shares of the selling
income). recognizes no gain or loss with respect to the regroup’s consolidated tax liability for Year 2 including

(iv) Under paragraph (d)(5)(iii) of this section, tained stock in T. See section 332. the tax liability for T and T1's deemed sale gain.

S1 recognizes no gain or loss upon its sale of the old (D) Under paragraph (d)(5)(ii) of this section, the (ii) ADSP for T is $120,000, allocated $66,667 to
T stock to P. S1 also recognizes no gain or loss updnasis of the T stock retained by S1 is $16,000 (i.ethe land and $53,333 to the stock. Old T's deemed
the deemed liquidation of T. See paragraph (d)(4) 120,000 — $40,000 (the ADSP amount for the old Fale gain is $16,667 (the capital gain on its deemed

this section and section 332. assets over the sum of new T’s liabilities immedisale of the land). Under paragraph (d)(5)(iii) of this
(v) P’s basis in new T stock is P’s cost for theately after the acquisition date) .20 (the propor- section, old T does not recognize gain or loss on its
stock, $80,000. See section 1012. tion of T stock retained by S1)). deemed sale of the T1 stock. See section 332.
(vi) Under 81.338-5, the AGUB for new T is Example 7.(i) The facts are the same asHr- (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +

$120,000, i.e., P’s cost for the old T stock ($80,000ample 6,except that K, a shareholder unrelated to $0). On the deemed sale of the equipment, T1 rec-
plus T’s liability ($40,000). This AGUB is allocated or P, owns the 20 percent of the T stock that is natgnizes ordinary income of $23,333.
as basis among the new T assets under §81.338aéquired by P in the qualified stock purchase. K’s (iv) Under paragraph (d)(5)(iii) of this section,

and 1.338-7. basis in its T stock is $5,000. S1 does not recognize gain or loss upon its sale of
Example 6. (i) The facts are the same askEr- (i) The consequences to P, T, and S1 are the sariie old T stock to P.

ample 5except that S1 sells 80 percent of the old s inExample 6. Example 9. (i) The facts are the same asHRr-

stock to P for $64,000, rather than 100 percent of the (iii) Under paragraph (d)(6)(iii) of this section, K ample 8,except that P already owns 20 percent of

old T stock for $80,000. recognizes no gain or loss, and K's basis in its The T stock, which is nonrecently purchased stock
(il) The consequences to P, T, and S1 are the sarsick remains at $5,000. with a basis of $6,000, and that P purchases the re-

as in Example 5, except that: Example 8.(i) The facts are the same adEixam- maining 80 percent of the T stock from S1 for

(A) P’s basis for its 80-percent interest in the nevple 5, except that the equipment is held by T1, &64,000.
T stock is P’s $64,000 cost for the stock. See sectiamholly-owned subsidiary of T, and a section (i) The results are the same asExample 8gx-
1012. 338(h)(10) election is also made for T1. The T1 stockept that under paragraph (d)(1) of this section and
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§1.338-5(d), P is deemed to have made a gabeipt of the note as a payment for the T stock; Pafter the date that final regulations are
n:colgni;ion electi|<t)npfor its npnrecently f;;ghgggd ?daym?nt o:] th$ $25,gOOBnote in Year 7 to :Blslg i p"%ublished in theFederal Register. For
stock. AAs a Tesull, = recognizes gain o ,000 arrdent for the ,St°° - Because section 453(h) agy .o applicable to qualified stock pur-
its basis in the nonrecently purchased T stock is irplies to B, old T's deemed liquidating distribution of .
creased from $6,000 to $16,000. P’s basis in all thtte note is, under section 453B(h), not treated ascphases befor? the Qate that final re_QUIa'
T stock is $80,000 (i.e., $64,000 + $16,000). Théaxable disposition by old T. tions are published in tHeederal Regis-
computations are as follows: (v) Under section 1366, A reports 40 percent, oter, see 8§81.338-0 through 1.338-5,
e o A o T e ooy 338(0)-L, 1.338(6)-2T, 1.338(6)-3T,
chased T stock is , ie., , e basis nder section , this increases A's , _ N _
the recently purchased T stock) (1 — .2)/(.8) (the adjusted basis in the T stock to $32,500. Next, in -338(n)(10)-1, and 1.338()-1 as con

fraction in section 338(b)(4))). old T's deemed liquidation, A is considered to re-tained in 26 CFR part 1 revised April 1,
(B) P’s basis amount for the nonrecently purceive $40,000 for its old T shares, causing it to recL999.
chased T stock is $16,000 (i.e., $64,000 (thegnize an additional $7,500 gain in Year 1. Par. 10. Section 1.1060-1 is added to

grossed-up basis in the recently purchased T stock) (vi) Under section 1366, B reports 40 percent, ofegd as follows:
x (.2)/(1.0 — .2) (the fraction in section $22,500, of old T's $56,250 gain recognized in Year
338(b)(3)(B))). 1. Under section 1367, this increases B’'s $10,0091.1060—1 Special allocation rules for
(C) The gain recognized on the nonrecently puradjusted basis in its T stock to $32,500. Next, in ol ; it
chased stock is $10,000 (i.e., $16,000 — $6,000). T’s deemed liquidation, B is considered to receivgertam asset acquisitions.
Example 10.(i) T is an S corporation whose solethe $25,000 note and $15,000 of other consideration. (a) Scope—(1) In general. This section
class of stock is owned 40 percent each by A and Rpplying section 453, including section 453(h), to : o .
and 20 percent by C. Aand B each has an adjustéite deemed liquidation, B’s selling price and conPrescribes ru_Ies relating 'FO th_e require-
basis of $10,000 in the stock. C has an adjusteghct price are both $40,000. Gross profit is $7,5000€nts of section 1060, which, in the case
basis of $5,000 in the stock. A, B, and C hold no in($40,000 selling price — B's basis of $32,500). B'0f an applicable asset acquisition, re-
stallment obligations to which section 453A appliesgross profit ratio is 0.1875 (gross profit of $7,500 Fuires the transferor (the seller) and the
On March 1 of Year 1, A sells its stock to P for$40,000 contract price). Thus, $2,812.50 (01875 ansferee (the purchaser) each to allocate
$40,000 in cash and B sells its stock to P for 815,000) is Year 1 gain attributable to the deeme, . . . . .
$25,000 note issued by P and real estate havingjiguidation. In Year 7, when the $25,000 note isﬂ‘e consideration paid or received in the
fair market value of $15,000. The $25,000 note, dugaid, B has $4,687.50 (0.18%5$25,000) of addi- transaction among the assets transferred
in full in Year 7, is not publicly traded and bears adtional gain. in the same manner as amounts are allo-
equate stated inlterest. A and ? have no T\e”g‘% ex- (vii) Under section 1366, C reports 20 percent, ocated under section 338(b)(5) (relating to
penses. T's sole asset is real estate, which hassg1 250, of old T's $56,250 gain recognized in Yeay ; ; -
value of $110,000 and an adjusted basis of $35,009. Under section 1367, this increases C's $5,000 afhe.allocatlon of adjusted grossed-up
Also, T's real estate is encumbered by long-outjysted basis in its T stock to $16,250. Next, in oIcE)as.IS among the assgts of the targe_t corpo-
standing purchase-money indebtedness of $10,00Ps deemed liquidation, C is considered to receivé@tion when a section 338 election is
The real estate does not have built-in gain subject 0,000 for its old T shares, causing it to recognizenade). In the case of an applicable asset
section 1374. A, B, and C join with P in making 8an additional $3,750 gain in Year 1. Finally, undeacquisition described in paragraph (b)(1)
section 338(h)(10) election for T. paragraph (d)(5)(ii) of this section, C is consideregyf this section, sellers and purchasers
(ii) Solely for purposes of application of sectionsg acquire its stock in T on the day after the acquisi ’

453, 453A, and 453B, old T is considered in itsjon date for $20,000 (fair market value = grossedtnus'[ allocate the consideration under the

deemed asset sale to receive back from new T thg amount realized of $100,000 ( 20%). C's holding€Sidual method as described in
$25,000 note (considered issued by new T) angeriod in the stock deemed received in new T begir881.338—6 and 1.338-7 in order to deter-
$75,000 of cash (total consideration of $80,000 paig}; that time. mine, respectively, the amount realized

for all the stock sold, which is then divided by .80 in from. and the basis in. each of the trans-
o Qlossing-up, with the resulting faure of () Inapplicability of provisions. The ferre’d assets. For rule's relating to distrib-

$100,000 then reduced by the amount of the instalb i ; _ ’ !
ment note). Absent an election under sectio rovisions of section 6043, §1.331-1(d utions of partnership property or transfers

453(d), gain is reported by old T under the insta@nd 81.332-6 (relating to information ot partnership interests which are subject

ment method. turns and recordkeeping requirements fQp <. tion 1060(d), see §1.755-2T.
(iii) In applying the installment method to old T's corporate liquidations) do not apply to the (2) Effective da,te The provisions of

deemed asset sale, the contract price for old T's a§eemed liquidation of old T under parasnis section apply to any asset acquisition

sets deemed sold is $100,000, the $110,000 selli P -
price reduced by the indebtedness of $10,000 &raph (d)(4) of this section. occurring after the date that final regula-

which the assets are subject. (The $110,000 selling (g) Required information.The Com- tions are published in theederal Regis-

price is itself the sum of the $80,000 grossed-up iMissioner may exercise the authority,
paragraph (i) above to $100,000 and the $10,000 lgranted in section 338(h)(10)(C)(iii) to re- (3) Outline of topics.In order to facili-
ab_ility.) Gross profi_t is $75,000 ($110,000 sellingquire provision of any information . . .

Z , " tate the use of this section, this paragraph
price — old T's basis of $35,000). Old T's 9r0884aemed necessary to carrv out the provie g ] i |
profit ratio is 0.75 (gross profit of $75,000 & . -ssary y Provia)(3) lists the major paragraphs in this
$100,000 contract price). Thus, $56,250 (0.75 ( theloNS of section 338(h)(10) by requiringsqtion as follows:
$75,000 cash old T is deemed to receive in Year 1) 8Ubmission of information on any tax re-(a) Scope.

Year 1 gain attributable to the sale, and $18,7500rting form. (1) In general
($75,000 - $56,250) is recovery of basis. — par, 9. Section 1.338(j)-1 is revised 92) Effecti dat
(iv) In its liquidation, old T is deemed to distrib- read as follows: ) e? Ive da e_'
ute the $25,000 note to B, since B actually sold the ' (3) Ouitline of topics.
stock partly for that consideration. To the extent O§1.338(i)—1 Effective dates. (b) Applicable asset acquisition.

the remaining liquidating distribution to B, it is (1) Ingeneral.

deemed to receive, along with A and C, the balance . I .
of old T’s liquidating assets in the form of cash. The provisions of §81.338-0 through2) Assets constituting a trade or busi-

Under section 453(h), B, unless it makes an electiojﬁ-338_1q _and 1.338(h)(10)-1 apply_ to_ ness.
under section 453(d), is not required to treat the r&ny qualified stock purchase occurrindi) In general.
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(i) Goodwill or going concern value.  tinue functioning or generating incomets presence in the microwave industry. P will not
(iii) Factors indicating goodwill or going without interruption notwithstanding ause the assets acquired from S to manufacture mi-

concern value. change in ownership. It also includes thg°ave connectors. The assets transferred are as-

. . . .. Sets that constitute a trade or business in the hands of

(3) Examples. value that is attributable to the immediat@e seller. Thus, P's purchase of S's assets is an ap-
(4) Asymmetrical transfers of assets. use or availability of an acquired trade Oplicable asset acquisition. The fact that P will not

(5) Related transactions. business, such as, for example, the use @k the assets acquired from S to continue the busi-

(6) More than a single trade or businesghe revenues or net earnings that othefess OfSIdoes not aff‘TCt this C_O”C'USLO”-
(7) Covenant entered into by the seller. wise would not be received during any Example 2. S, a sole proprietor who operates a

. " . . . . ar wash, both leases the building housing the car
(8) Partial non-recognition exchanges. period if the acquired trade or busines$.qn and selis all of the car wash equipment to P. S's

(c) Allocation of consideration amongwere not available or operational. use of the building and the car wash equipment con-
assets under the residual method. (iif) Factors indicating goodwill or stitute a trade or business. P begins operating a car
(1) Consideration. going concern value.In making the de- wash in the building it leases from S. Because the

. . . - : : :.assets transferred together with the asset leased are
(2) Allocation of consideration amongtermination in paragraph (b)(2) of th|sasSets which constitute a trade or business, P's pur-

asset‘?" section, _a” the facts an_d ClrcumStan_Ce&ase of S’s assets is an applicable asset acquisition.
(3) Certain costs. surrounding the transaction are taken into gxample 3.S, a corporation, owns a retail store
(4) Effect of agreement between partiesaccount. Whether sufficient considerabusiness in State X and conducts activities in con-
(d) Examples. tion is available to allocate to goodwill ornection with that business enterprise that meet the
(e) Reporting requirements. going concern value after the residu:’:@c_“"e trade or business requirement of section 355.
1) Applicabl t isiti thod i lied i t rel tin det is a minority shareholder of S. S distributes to P
(. ) pplicable asset acquisitions. m_e . 0dis applied Is no . re evan_ IN A€TET3) the assets of S used in S's retail business in State
(') m general. _ mining whether goodwill or going con- x in complete redemption of P's stock in S held by
1] | Ing. cern value coulid attach to a group or as~ e distribution of S’s assets in redemption of P’s

Time and manner of reportin I Id attach t f as® The distribution of S’ in redemption of P
(A) In general. sets. Factors to be considered include—stock is treated as a sale or exchange under sections

(B) Additional reporting requirement. (A) The presence of any intangible as302(2) and 302(b)(3), and P's basis in the assets dis-

tributed to it is determined wholly by reference to

(2) Transfers of interests in partnershipssets (whether or not those assets are sg¢: - iorarion paid, the S stock. Thus, S's distri-

(b) Applicable asset vaUiSitieﬂ(l). . tion 197 intangibles), provided, hf)Weverbution of assets constituting a trade or business to P
In general. An applicable asset acquisi-that the transfer of such an asset in the ais-an applicable asset acquisition.
tion is any transfer, whether direct or indisence of other assets will not be a trade or Example 4.S is a manufacturing company with
rect, of a group of assets if the assetsusiness for purposes of section 1060; 2" internal financial bookkeeping department. P is
transferred constitute a trade or business (B) The existence of an excess of thiy the business of providing a financial bookkeeping
. X . X Service on a contract basis. As part of an agreement
in the hands of either the sellgr or t.he putotal consideration over the aggregaty p (o begin providing financial bookkeeping ser-
chaser and, except as provided in par&ook value of the tangible and intangible&ices to S, P agrees to buy all of the assets associated
graph (b)(8) of this section, the pur-assets purchased (other than goodwill arvdth S's internal bookkeeping operations and pro-
chaser’s basis in the transferred assetsgsing concern value) as shown in the fivide emp'olymem to 2 Ef S's bookkeeping depart-
determined wholly by reference to thenancial accounting books and records dfS" émPloyees who choose to accept a position
. . . ) with P. In addition to selling P the assets associated
purchaser’s C0n5|d_er§“0n- .the purchaser; and . _ _with its bookkeeping operation, S will enter into a
(2) Assets constituting a trade or busi- (C) Related transactions, includingong term contract with P for bookkeeping services.
ness—(i) In general. For purposes of this lease agreements, licenses, or other sinfiecause assets transferred from S to P, along with
section, a group of assets constitutes lar agreements between the purchaser afi§ related contract for bookkeeping services, are a
trade or business if— seller (or managers, directors, owners, é)rl‘ade or business in the hands of P, the sale of the
. . bookkeeping assets from S to P is an applicable asset
(A) The use of such assets would coremployees of the seller) in connectioncqisition.

stitute an active trade or business undevith the transfer.

section 355; or (3) ExamplesThe following examples il-  (4) Asymmetrical transfers of assets.
(B) Its character is such that goodwilllustrate paragraphs (b)(1) and (2) of thi#, under general principles of tax law, a

or going concern value could under angection: seller is not treated as transferring the

circumstances attach to such group. same assets as the purchaser is treated as

. . . Example 1. S is a high grade machine shop that . . _

(ii) qudwﬂl or going concern value.. manufactures microwave conmectors in Iimite?cqumng, thg assets acquired py the pur
Goodwill is the value of a trade or busiqyantities. It is a successful company with a reput&£N@ser constitute a trade or business, and,
ness attributable to the expectancy of cottien within the industry and among its customers foeXcept as provided in paragraph (b)(8) of
tinued customer patronage. This exmanufacturing unique, high quality products. ltsthis section, the purchaser’s basis in the
pectancy may be due to the name df‘”gf'b'e assk_ets CO”tS'ISt prc'jm?”t'_y of olzdrl]nary machingransferred assets is determined wholly by

. . ery tor working metal and plating. as no secre ) : _
reputation of a trade or business Or any\iias or patented drawings of value. F,isacorn}:el‘erence to the purcha_ser s _conS|dera
other factor. Going concern value is thgany that designs, manufactures, and markets eldéOn, then the purchaser is subject to sec-
additional value that attaches to propertyonic components. It wants to establish an immedtion 1060.
because of its existence as an integral pate presence in the microwave industry, an area in (5) Related transactionsWhether the
of an ongoing business activity. Going'hich it pre‘:"’“fs'y hasb”Ot 296” ﬁ”gagecj- Pis “&ssets transferred constitute a trade or
. . qumng assets or a numper of smaller companies al . . . .

concern value '|r'1cludes the value attpbu opes that these assets will collectively allow it t;busmess is determined by aggregating all
able to the ability of a trade or businesgser a broad product mix. P acquires the assets oft&ansfers from the seller to the purchaser

(or a part of a trade or business) to cofin order to augment its product mix and to promotén a series of related transactions. Except
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as provided in paragraph (b)(8) of thision-recognition assets transferred by thihe specific identifiable costs incurred in
section, all assets transferred from thether (to the extent of the money and thgansferring that asset in connection with
seller to the purchaser in a series of rdair market value of property transferredhe applicable asset acquisition (e.g., real
lated transactions are included in thé the exchange). The money and othesstate transfer costs or security interest
group of assets among which the consigroperty that are treated as transferred erfection costs). Costs so allocated in-
eration paid or received in such series isxchange for the non-recognition assetsease, or decrease, as appropriate, the
allocated under the residual method. Th@nd which are not included among théeotal consideration that is allocated under
principles of §1.338-1(c) are also appliedssets to which section 1060 applies) athe residual method. No adjustment is
in determining which assets are includedonsidered to come from the followingmade to the amount allocated to an indi-
in the group of assets among which thassets in the following order: first fromvidual asset for general costs associated
consideration paid or received is allocate@lass | assets, then from Class Il assetsijth the applicable asset acquisition as a
under the residual method. then from Class Ill assets, then fronwhole or with groups of assets included
(6) More than a single trade or busi-Class IV assets, then from Class V asset$erein (e.g., non-specific appraisal fees
ness. If the assets transferred from ahen from Class VI assets, and then froror accounting fees). These latter amounts
seller to a purchaser include more tha@lass VIl assets. For this purpose, liabiliare taken into account only indirectly
one trade or business, then, in applyinties assumed (or to which a non-recognihrough their effect on the total considera-
this section, all of the assets transferrelon exchange property is subject) ar@on to be allocated.
(whether or not transferred in one transadreated as Class | assets. &@ample 1 (4) Effect of agreement between par-
tion or a series of related transactions arid paragraph (d) of this section for an exties. If, in connection with an applicable
whether or not part of a trade or businessimple of the application of section 106Gsset acquisition, the seller and purchaser
are treated as a single trade or businessto a single transaction which is, in part, agree in writing as to the allocation of any
(7) Covenant entered into by the sellemon-recognition exchange. amount of consideration to, or as to the
If, in connection with an applicable asset (c) Allocation of consideration amongfair market value of, any of the assets,
acquisition, the seller enters into assets under the residual methed(1) such agreement is binding on them to the
covenant (e.g., a covenant not to comconsideration.The seller’s consideration extent provided in this paragraph (c)(4).
pete) with the purchaser, that covenant is the amount, in the aggregate, reaIizqqothing in this paragraph (c)(4) restricts
treated as an asset transferred as part ofram selling the assets in the applicablghe Commissioner’s authority to chal-
trade or business. asset acquisition under section 1001(bjenge the allocations or values arrived at
(8) Partial non-recognition exchanges.The purchaser’s consideration is then an allocation agreement. This para-
A transfer may constitute an applicablemount, in the aggregate, of its cost Oéraph (c)(4) does not apply if the parties
asset acquisition notwithstanding the fagburchasing the assets in the applicablge able to refute the allocation or valua-
that no gain or loss is recognized with reasset acquisition that is properly takefion under the standards set forthGam-
spect to a portion of the group of asseisto account in basis. missioner v. Danielsor§78 F.2d 771 (3d
transferred. All of the assets transferred, (2) Allocation of consideration among cir.), cert. denied389 U.S. 858 (1967) (a
including the non-recognition assets, arassets. For purposes of determining theparty wishing to challenge the tax conse-
taken into account in determining whetheseller’'s amount realized for each of th%{uences of an agreement as construed by
the group of assets constitutes a trade assets sold in an applicable asset acquigire Commissioner must offer proof that,
business. The allocation of consideratiotion, the seller allocates consideration tgy an action between the parties to the
under paragraph (c) of this section is donall the assets sold by using the residuglyreement, would be admissible to alter
without taking into account either themethod under §81.338-6 and 1.338—%jat construction or show its unenforce-
non-recognition assets or the amount afubstituting consideration for ADSP.  Folypjjity because of mistake, undue influ-
money or other property that is treated gsurposes of determining the purchasergnce, fraud, duress, etc.).
transferred in exchange for the non-recogasis in each of the assets purchased in ang) examples. The following examples
nition assets (together, the non-recognapplicable asset acquisition, the purchasgfstrate this section:
tion exchange property). The basis in andllocates consideration to all the assets
gain or loss recognized with respect to thpurchased by using the residual method Example 1.(i) On January 1, 2001, A transfers
non-recognition exchange property arender §§1.338—6 and 1.338-7, substitufSsets X, ¥, and Zto E:] In exchange for assets D, E,
determined under such rules as woulthg consideration for AGUB. In allocat- amégﬂﬁ:;t’?gg giihémge of assets constitutes an
otherwise apply to an exchange of sucimg consideration, the rules set forth inxchange of like-kind property to which section
property. The amount of the money angaragraphs (c)(3) and (4) of this sectiomo31 applies. Assume also that goodwill or going
other property treated as exchanged fapply in addition to the rules in §8§1.338-concern value could under any circumstances attach
non-recognition assets is the amount by and 1.338-7. to each of the DEF and XYZ groups of assets and,
. . . therefore, each group constitutes a trade or business
which the fair market value of the non- (3) Certain costs. The seller and pur- -~ . " 060.
recognition assets transferred by onehaser each adjusts the amount allocatedjiy assume the fair market values of the assets
party exceeds the fair market value of theo an individual asset to take into accounind the amount of money transferred are as follows:
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By A By B

Asset Fair Market Value Asset Fair Market Value
X o $ 400 D $ 40
Y 400 E . 30
e 200 F o 30
Cash(amount) ....................... 1,000
Total ..o $ 1,000 Total ...t e $1,100
(iv) Under paragraph (b)(8) of this section, for Fair on Form 8594 with their income tax re-
purposes of allocating consideration under parasset Market turns or returns of income for the taxable
graph (c) of this section, the like-kind assets ex€lass Asset Value . -
ear that includes the first date assets are
changed and any money or other property that aT Actively traded securities . . . . . . $ 500 Y Id licabl .
treated as transferred in exchange for the like-kin Total Class Il 5 =0l pursgant to an applicable asset acqui-
property are excluded from the application of sec-, Accounts receivéﬁlé """""" 0 sition. This reporting requirement applies
tion 1060. o Total Class Il . ... .. " oo to all asset acquisitions described in this
V) hs'”ce aSSEtIS 5(' dY} and ﬁ are "I',‘e"‘,'”d proP- Furniture and fixtures ... ... ... 800 section. For reporting requirements relat-
erty, they are excluded from the application of the Building . ................... 800 ing to asset acquisitions occurring before
section 1060 allocation rules. Land

2 . . . .
(vi) Since assets D, E, and F are like-kind prop- 90 the date final regulations are published in

Equipment .......... ... ..., 400 - . .
erty, they are excluded from the application of the qToE)aI Class V — ,nn the Federal Register, as described in para-
fheclolno:cl)%m aIrI]oI;:atlon rtule:.f Iera(:_dkltlokr?,OSIBQOO (t)f Covenant not to compete . . . . . .. 900 graph (a)(2) of this section, see the tem-
€ >1,000 cash B gave 1o A Tor AS Tike-Kind assets Total Class VI ............. 900 porary regulations under section 1060 in

is treated as transferred in exchange for the like-kind . . .
property in order to equalize the fair market values (jii) P and S each allocate the consideration in thgffeCt p”f)r to the date final regUIatl_onS
of the like-kind assets. Therefore, $900 of the casthansaction among the assets transferred under pa@:€ published in the Federal Register
is excluded from the application of the section 106@raph (c) of this section in accordance with th§81.1060—1T as contained in 26 CFR part
allocation rules. agreed upon fair market values of the assets, so thatreyised April 1, 1999).

(vii) $100 of the cash is allocated under sectioi$500 is allocated to Class Il assets, $200 is allocated (B) Additional reporting requirement
1060 and paragraph (c) of this section. to the Class Il asset, $2,200 is allocated to Class V. . . L

(viii) A, as transferor of assets X, Y, and Z, re-assets, $900 is allocated to Class VI assets, aWhe”_ an mcregse or decrease in consider-
ceived $100 that must be allocated under secticg200 ($4,000 total consideration less $3,800 alloation is taken into account after the close
1060 and paragraph (c) of this section. Since Bated to assets in Classes II, IlI, V, and VI) is alloof first taxable year that includes the first
transferred no Class I, II, I, IV, V, or VI assets tocated to the Class VIl assets (goodwill and goingjgte assets are sold in an applicable asset

which section 1060 applies, in determining itsconcern value). s
' ) ) . - acquisition, th ller and th rchaser
amount realized for the part of the exchange to (iv) In connection with the examination of P’s re- cquisition, the selle d the purchase

which section 1031 does not apply, the $100 is allaurn, the District Director, in determining the tair€@ch must file a supplemental asset acqui-
cated to Class VIl assets (goodwill and going conmarket values of the assets transferred, may disrgition statement on Form 8594 with the
cern value). gard the parties’ agreement. Assume that the Digncome tax return or return of income for
(ix) A, as transferee of assets D, E, and F, gavgict Director correctly determines that the fair marthe taxable year in which the increase (or
consideration only for assets to which section 103ket value of the covenant not to compete was $50 . .
applies. Therefore, the allocation rules of sectioSince the allocation of consideration ;mong Class I%ecrease) IS properl_y taken |n.to account.
1060 and paragraph (c) of this section are not agH, V, and VI assets results in allocation up to the (2) Transfers of interests in partner-
plied to determine the bases of the assets A receivegir market value limitation, the $600 of unallocatedShips. For reporting requirements relating
(x) B, as transferor of assets D, E, and F, receivasbnsideration resulting from the District Director'sto the transfer of the partnership interest,
consideration only for assets to which section 103gedetermination of the value of the covenant not t3ee §1.755—2T(C).
applies. Therefore, the allocation rules of sectiosompete is allocated to Class VIl assets (goodwill

1060 do not apply in determining B’s gain or loss. and going concern value). 1.1060-1T [Removed
(xi) B, as transferee of assets X, Y, and Z, gave A 81. [ ]
$100 that must be allocated under section 1060 and (e) Reporting requirements(1) Ap- Par. 11. Section 1.1060—1T is re-

paragraph (c) of this section. Since B received ffo'ﬁlicable asset acquisitions(i) In gen- moved

fon 1060 appies, he $100 condderation s aleCral_ Unless otherwise excluded from -

cated by B to Class VIl assets (goodwill and goinéms requirement by the Comm|SS|on§rPART 602-OMB CONTROL

concern value). the seller and the purchaser in an applicUMBERS UNDER PAPERWORK
Example 2.(i) On January 1, 2001, S, a sole proble asset acquisition each must report iREDUCTION ACT

prietor, sells to P, a corporation, a group of assefgrmation concerning the amount of con- . o
that constitutes a trade or business under paragrag?deration in the transaction and its Par. 12. The authority citation for part

(b)(2) of this section. S, who plans to retire immedi- . 02 continues to read as follows:
ately, also executes in P’s favor a covenant not t@”oca—t'on among the assets tranSferreg' T
Authority: 26 U.S.C. 7805.

compete. P pays S $3,000 in cash and assuméfiey also must report information con-
$1,000 in liabilities. Thus, the total consideration ierning subsequent adjustments to 00@602 101 [Amended]
SB4'((')‘())(25 th hase date, P and S al t sideration.

Il n the purchase date, an also execute a .. . . .
separate agreement that states that the fair market (1) Time and manner of reporting(A) Par. 13. In §602.1pl, paragraph (b) is
values of the Class II, Class Ill, Class V. and Clasd) general. The seller and the purchaseamended by removing the entries for

Vl assets S sold to P are as follows: each must file asset acquisition statements338(b)-1 and 1.1060—1T from the table.
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John M. Dalrymple, determinations under paragraphs 1, 5 arapply for exemption, a donor claiming a
Acting Deputy Commissioner6 of Article XXI. charitable contribution deduction will be
of Internal Revenue. required to show that the organization is a
SCOPE OF TREATY RELIEF . . .
) ) ) Canadian registered charity.
(Filed by the Office of the Federal Register on Au-

gust 4, 1099, 9:14 a.m., and published in the issue of 1N€ U.S. and Canadian Competent Au- Alt_emativ_ely’ if Canadia?n regis_tered
the Federal Register for August 10, 1999, 64 F.Rhorities, pursuant to Article XXVI (Mu- charity provides the U.S. with the infor-
43461) tual Agreement Procedure) of the Treaty]'lation needed to determine its foundation
have entered into a mutual agreement thatassification, aside from automatic
implements Article XXI as contemplatedrecognition of exemption, the organiza-
Guidance Relating to Article XXI by the diplomatic notes. Under the termgion will be listed in Publication 78, as a

of the United States-Canada of the agreement, recognized religiouspreign organization, and will be eligible

Income Tax Convention scientific, literary, educational, or charitato receive contributions deductible up to
ble organizations that are organized und&o0 percent of the donor’s Canadian source

Notice 99-47 the laws of either the U.S. or Canada wilihcome, assuming it is determined not to

automatically receive recognition of ex-be a private foundation. If the Canadian
emption without application in the otherregistered charity submits information
This notice provides guidance concerncountry. U.S. organizations must be reahat establishes that it is a private founda-
ing a competent authority agreement beé2gnized as exempt under sectioffon, it will nevertheless be listed in Publi-
tween the United States and Canada th2@1(c)(3) of the Code in order to qualifycation 78, but deductible contributions
implements Article XXI (Exempt Organi- for this treatment. Similarly, Revenueyi|| pe limited to 30 percent of the
zations) of the United States-Canada Irficanada must recognize Canadian organipnor's Canadian source income.

PURPOSE

come Tax Convention (Treaty). zations as Canadian. registereq charities. nder the agreement, recognition of
Moreover, recognized charitable Or9agyemption by the U.S. of a Canadian reg-
BACKGROUND nizations resident in one country will b&gyereq charity will remain in effect until

Article XXI of the Treaty generally ellgltb_ltr)e :_O reiewe ded;ct;blefc&anta;ﬁlethe U.S. determines that the organization
provides for deduction of cross-bordef OMHPULONS TTOM TESIAENTS OF the 0,y 5 4 satisfy the requirements for ex-
ountry. However, in the case of a contri-

charitable contributions, and reciprocag empt status under U.S. law. Further,

recognition of exemption for religious ution (or contributions) by a resident O'Canadian organizations will be required
9 P 9 'citizen of the United States (other than

scientific, literary, educational, or charita-Contribution o a college or university at?o file the applicable Form 990, Return of
ble organizations. DipIomatic; notes tha\t/vhich the citizen or resident or a membe(r)rganizations Exempt From Ipcome Tax,
accomtpar:y t?he '[!eatyf prO\Qde; tt:atcth%f his family is or was enrolled), U.S. law®" Form 99?—PF,tEeturn of -Pr|V<|';1te Fct)rl:n-
competent authorities of each of the Orlr'equires that the amount of deductions iHa ion, unless they receive less than
tracting States shall review the procedure[ﬁe aggregate for a taxable year may n

86@5,000 of U.S. source income.
and requ|rements. for an orgamzaugn %xceed a certain percentage of the donof§iscl OSURE REQUIREMENT
the other Contracting State to establish 8 anadian source income. Any excess

status as a religious, scientific, literaryyqnyibytion that is not deductible as a re- Section 6114(a) of the Code requires
educational, or charitable organization eng,i¢ of this limitation may be carried overthat taxpayers taking the position that a
titled to exemption under paragraph 1 g geducted in subsequent taxable yeakd,S- treaty overrules a general U.S. tax
Article XXI, or as an eligible recipient of subject to the same limitations. principle or law must disclose such posi-
the charitable contributions referred to in £y rthermore, the U.S. will presume, irfion on a return of tax or, if no return of
paragraphs 5 and 6 of Article XXI, with athe absence of receiving certain financidp is required to be filed, as the Internal
view to avoiding duplicate application byjnformation, that all Canadian registeredievenue Service may prescribe. Accord-
such organizations to the administeringharities are private foundations. Accordingly, taxpayers claiming exemption or
agencies of both Contracting States. Th@gly, if a Canadian registered charitycharitable contribution deductions pur-
diplomatic notes also provide that if ajoes not provide the U.S. with the finansuant to this agreement must disclose this
Contracting State determines that thegjg| information needed to determine itgosition on their income tax return for the
other Contracting State maintains proceoundation classification, the organizatioryear in which the charitable contribution
dures to determine such status and rulggll be presumed to be a private foundadeduction or claim for exemption is
for qualification that are compatible withtion under U.S. law, the donor’s de-made. Taxpayers may use Form 8833 for
such procedures and rules of the firstductible contributions will be limited to this purpose, or they may attach to their
mentioned Contracting State, it is con30 percent of the donor’s Canadian sourdeturn a separate statement indicating that
templated that such first-mentioned Conincome, and the organization will notthey are claiming exemption or a charita-
tracting State shall accept the certificatiohave the benefit of being listed in Publicable contribution deduction pursuant to Ar-
of the other administering agency of theion 78, Cumulative List of Organiza-ticle XXI of the Treaty. Taxpayers may
other Contracting State as to such statwi®ns. Moreover, although the Canadiamake reference to Notice 99-47 in their
for the purpose of making the necessamggistered charity will not be required tadisclosure statement.
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DRAFTING INFORMATION may submit comments electronically vighat would require a distributing corpora-
the Internet by selecting the “Tax Regstion to recognize gain on the distribution
option on the IRS Home Page, or by sulsf a controlled corporation’s stock unless
. ) . mitting comments directly to the IRS In-the direct and indirect shareholders of the
sistant Commissioner (International). Fo[ : . . S )
) . ; . .__ternet site at http://www.irs.ustreas.govglistributing corporation, as a group, con-
further information regarding this notice, . :
{ax_regs/regshst.html. The public heartrolled at least 50 percent of the vote and
contact Mr. Orzel at (202) 874-1550 (no " held i lval f h . Il ti
a toll-free number) Ing will be _eq in Room 26.15,. Internalva ue o bot corporat!ons at a 'Flmes
' Revenue Building1111 Constitution Av- during the 4-year period beginning 2
enue, NW, Washington, DC. years before the distributiorBeeDepart-

. . ment of the TreasunyGeneral Explana-
Notice of Proposed Rulemaking  FOR FURTHER INFORMATION CON- tion of the Administration’s Revenue Pro-

and Notice of Public Hearing TACT: Concerning the proposed regulaposals,p. 86 (March 1996) (hereinafter
tions, Brendan O'Hara, (202) 622-7530¢eferred to as the “Administration Pro-
concerning submissions of comments, dgyosal”’). Under the Administration Pro-
livering comments, the hearing, and/or tosal, the retained 50-percent interest

The principal author of this notice is
Patrick Kevin Orzel of the Office of As-

Guidance under section 355(e);
Recognition of Gain on Certain

DiStripl{tior_‘S of StOCk_Or _ be placed on the building access list to afnust consist of “permissible stock,”
Securities in Connection With an  tend the hearing, LaNita Van Dyke, (202)yhich includes, in addition to stock re-
Acquisition. 622-7190 (not toll-free numbers). tained over the 4-year period, stock of the

distributing or controlled corporation “re-

REG-116733-98 SUPPLEMENTARY INFORMATION:  ceived by the shareholder in a transaction
AGENCY: Internal Revenue ServiceBackground which is unrelated to the distribution . ..."
(IRS), Treasury. Revenue Proposals Contained in Presi-

A. State of the Law Before Section dent Clinton’s Budget Plan as Released
ACTION: Notice of proposed rulemak- ~ 355(€) on Mar. 19, 1996, §9522, [1996] 83
ing and notice of public hearing. Stand. Fed. Tax Rep. (CCH) No. 15A.

Section 355 generally provides that, it rhe Administration Proposal described
SUMMARY: This document contains & Corporation distributes to its shareholds, nrelated transaction as, “[a] transac-
proposed regulations relating to recogn€rs Stock of a corporation which it €onyjq, that is not pursuant to a common plan
tion of gain on certain distributions of(r0lS immediately before the distributiong »1rangement that includes the distribu-
stock or securities of a controlled corpora2nd certain other conditions are met, Nefjy, » and cited a hostile acquisition of the
tion in connection with an acquisition.tNer the distributing corporation nor itSyjstriputing or controlled corporation
Changes to the applicable law were madi'areholders recognize gain or 10SS. fmmencing after the distribution as an
by the Taxpayer Relief Act of 1997.NUMber of the conditions for tax freegyample of an unrelated transaction. The
These proposed regulations affect corpdreatment (for example, the continuity ofagministration Proposal contrasted this
rations and are necessary to provide thelflle"€St requirement of 81.855-2(), yith a friendly acquisition, which gener-
with guidance needed to comply with "0 d€ViCe” requirement of sectiongy woyld be considered related to the
these changes. This document also prg22(®)(1)(B), the five-year active busi-yisripytion if the acquisition was pur-

vides notice of a public hearing on thes%ess requirement of section 355(b), angant 1o an arrangement negotiated prior

proposed regulations. the limitation on disqualified stock undery, e gistribution, even if the acquisition
section 355(d)) operate to limit the ciryy a5 sybject to various conditions at the
DATES: Written or electronic commentscUmstances in which the distributing ofe of the distribution.
must be received by January 5, 200¢0ntrolled corporation can undergo on april 17, 1997, House Ways and
Outlines of topics to be discussed at th&hanges of control in conjunction With &1eans Committee Chairman Archer and
public hearing scheduled for January 2@listribution that qualifies for corporategenate Finance Committee Chairman
2000, at 10 a.m. must be received by Jafi"d shareholder-level nonrecognitiorggi and Ranking Member Moynihan in-
uary 5, 2000. under section 355. Nevertheless, prior tqqyced identical bills (H.R. 1365, 105th
the enactment of section 355(e), it Wagong. (1997) and S. 612, 105th Cong.
ADDRESSES: Send submissions t®0ssible for such changes to occur, for €%1997), hereinafter referred to as the
CC:DOM:CORP:R (REG_116733_98),ample, in the context of tax free reorganinBi”Sn) that provided for a new section
room 5226, Internal Revenue Servicezations, while qualifying for tax free 35g(e) that is similar to the enacted ver-
POB 7604, Ben Franklin Station, Washireatment under section 35%ee, €.9., gjon. The Bills were concerned with a
ington, DC 20044. Submissions may b&ommissioner v. Mary Archer W. Morris«pian (or series of related transactions)

hand delivered Monday through FridayTr“St'?’67 F.2d 794 (4th Cir. 1966). pursuant to which a person acquires stock
between the hours of 8 a.m. and 5 p.m. tes Legislative Proposals Leading to representing a 50-percent or greater inter-
CC:DOM:CORP:R (REG-116733-98), Section 355(e) est in the distributing corporation or any
Courier’'s Desk, Internal Revenue Ser- controlled corporation . . . .” S. 612,

vice, 1111 Constitution Avenue, NW, As part of its Fiscal Year 1997 Budget,105th Cong. (1997). The introductory
Washington, DC. Alternatively, taxpayerghe Administration proposed a provisiorstatement to the legislation contained a
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reference to acquisitions “pursuant to aith regard to a stock acquisition as ongain when multiple controlled corpora-
plan or arrangement in existence on theerson. However, when section 355(ejons are distributed and the distributions
date of distribution . . . .” The statementvas enacted, the reference in sectioare part of a plan (or series of related
further explained: “Whether a corpora-355(e)(2)(A)(ii) to acquisitions by a “per- transactions) pursuant to which a 50-per-
tion is acquired would be determinedson” was changed to “1 or more personscéent or greater interest in one or more, but
under rules similar to those of present-laun addition, the reference to sectiomot all, of the distributed controlled cor-
section 355(d), except that acquisition855(d)(7)(B) (treating two or more per-porations is acquired. The Department of
would not be restricted to purchase transons acting “pursuant to a plan or arrangéhe Treasury and the IRS plan to issue
actions. Thus an acquisition would occument” as one person) was deleted fromegulations addressing other issues arising
if a person-or persons acting in concert-.section 355(e)(4)(C)(i). The effect ofunder section 355(e), including aggrega-
acquired . . . stock . . . pursuant to a platihese two changes is to remove the rdion and attribution rules (including provi-
or arrangement.” See 143 Cong. Requirement that 50 percent or more of theions for public trading) and the adminis-
E703 (Apr. 17, 1997) (introductory statesstock of the distributing or controlled cor-tration of the statute of limitations
ment of Chairman Archer); 143 Congporation must be acquired by acquirorprovision of section 355(e)(4)(E). Com-
Rec. S3360 (Apr. 17, 1997) (introductoryacting in concert for section 355(e) tanents concerning the proposed regula-
statement of Chairman Roth). apply. tions and additional issues that should be
) In addition, the reference in the Conferaddressed in regulations are welcome.
C. Enactment of Section 355(e) ence Report to public offerings as transac-

Section 355(e) was enacted in 1997i0ns that could cause gain to _be_recogA—
Public Law 105-34, section 1012(a)n|zed undgr SECtIO!’l 355(e) !n(jlcates
(1997). The committee reports state th&tOngress did not believe negotiations be- \yhether two transactions are part of
section 355 was intended to permit the ta¥Ve€€n the distributing corporation and ag,e same “plan (or series of related trans-
free division of existing business arrange@Cauiror were necessary in order for agiions)” under section 355(e)(2)(A) is a
ments among existing shareholders. TH&AUisition to be pursuant to a plan thaf,piective test, depending ultimately on
reports state that “[ijn cases in which it idncluded the distribution.  Thus, to deteryhg intentions and expectations of the rel-
intended that new shareholders will acTine whether a plan of acquisition existSgyant parties. As discussed above, indica-
quire ownership of a business in conne@n€ Must look at all parties to the transagjons are that Congress intended “plan (or
tion with a spin off, the transaction mordoN: including the distributing and con-geyies of related transactions)” to be inter-
closely resembles a corporate level dispdrolled corporations and their shareholdg eted broadly. Unlike the Administra-
sition of the portion of the business that i§'S: N0t just the potential acquirors. 5n proposal and the Bills, which utilized
acquired” and provide that gain is recog- AS enacted, section 355(e)(1) provideg,e section 355(d) concept of “a person”
nized “if, pursuant to a plan or arrangelNat the stock of a controlled corporationyyith aggregation) as the reference for
ment in existence on the date of distribu/ill not be qualified property under seCyg|eyant acquirors, the statute, as enacted,
tion, either the controlled or distributingtio" 355(¢)(2) or section 361(c)(2) if, expanded the universe of transactions to
corporation is acquired . . . ." H.R. RepUnder section 355(e)(2)(A), the stock igyhich section 355(e) potentially applies
No. 105-148, at 462 (19973ge alscs. distributed as “part of a plan (or series ofy nroviding that the relevant acquirors
Rep. No. 105-33, at 139-40 (1997) (slightelated transactions) pursuant to which dy,|q he “1 or more persons.” Also, the
variation in language). The Conferenc€ More persons acquire directly or indiy igance in the Conference Report that
Report adds, “[a]s under the House bilfCtly Stock representing a 50-percent qfpic offerings of a sufficient size could
and Senate amendment, a public offeringf€ater interest in the distributing corporagjgqer section 355(e) suggests that there
of sufficient size can result in an acquisillon or any controlled corporation.” Thus,joeg not necessarily have to be an identi-
tion that causes gain recognition under tHE S€ction 355(e)(1) applies to a distribuieq acquiror on the date of the distribu-
provision.” H.R. Conf. Rep. No. 105-tion, the distributing corporation is taxedisn, for section 355(e) to apply, nor is the
220, at 533 (1997). on the amount by which the distributeqnent of the acquiror at the time of the

The statute as enacted contained tw0CK's fair market value exceeds its basigistihytion necessarily relevant in deter-
important changes from the AdministraDistributee shareholders receive the congining whether there is a plan.
tion Proposal and Bills relevant to deter(rolléd corporation stock tax free, but do the proposed regulations rely on a vari-
mining whether an acquisition is part of 4'0t increase their bases to reflect the cogy of factors to determine the existence of
plan (or series of related transactions) th@0rate level gain recognized by the distrib; yan (or series of related transactions)

. Plan or Series of Related
Transactions

includes the distribution. In the Bills, pro-Uting corporation on the distribution. (hereinafter referred to as a “plan”). These
posed 'sectio.ns 355(e)(2)(A)(ii) a”dEpranation of Provisions factors include the. bqsingss purpose or
(4)(C)(i) provided that a “person,” as purposes for the distribution; the inten-

modified by section 355(d)(7), must ac- The proposed regulations under sectiotions of the parties; the existence of agree-
quire 50 percent or more of the distribut355(e) provide guidance concerning thenents, understandings, arrangements, or
ing or controlled corporation. The terminterpretation of the phrase “plan (or sesubstantial negotiations; the timing of the
“plan or arrangement” used in sectiomies of related transactions).” The protransactions; the likelihood of an acquisi-
355(d)(7)(B) treats two or more personposed regulations also address the dete¢ion; and the causal connection between
acting “pursuant to a plan or arrangementhination of the distributing corporation’sthe distribution and the acquisition.
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Congress specified one factor, temporalibility of acquisition and should receivetially motivated by a corporate business
proximity, as affecting the determinationsimilar treatment. purpose other than an intention to facili-
of whether a plan exists. Specifically, In this general rebuttal, the proposedate (or decrease the likelihood of) an ac-
section 355(e)(2)(B) provides a presumpregulations rely on corporate businesguisition. These acquisitions occur in cir-
tion that a plan exists if “1 or more per{purpose as a key factor indicating whethezumstances more likely to indicate the
sons acquire directly or indirectly stocka distribution and an acquisition are parxistence of a plan at the time of the dis-
representing a 50-percent or greater inte@f a plan. Corporate business purpose isibution. Thus, these acquisitions are
est in the distributing corporation or anyan important concept in the overall adsubject to heightened scrutiny and will be
controlled corporation during the 4-yeaiministration of section 355. The exisconsidered part of a plan unless taxpayers
period beginning on the date which is 2ence of a nonacquisition related corposatisfy a more stringent alternative rebut-
years before the date of the distribution.rate business purpose that prompted, tal.

Accordingly, the proposed regulationgvhole or substantial part, the distributing Unlike the general rebuttal, a nonacqui-
provide that distributions within 2 yearscorporation to make the stock distributiorsition business purpose alone is not suffi-
of an acquisition of the distributing corpo-suggests there is not a significant causalent under the alternative rebuttal.
ration or a controlled corporation are preconnection between the distribution anRather, taxpayers must satisfy all prongs
sumed to be part of a plan. The proposeatpquisition. The intent of the distributingof a three-prong test.
regulations outline the elements the discorporation, the controlled corporation, or The first prong of the alternative rebut-
tributing corporation must establish tohe controlling shareholders of either theal may be satisfied in either of two ways.
rebut the statutory presumption. distributing or controlled corporation toThe distributing corporation must estab-
facilitate an acquisition or decrease th@sh by clear and convincing evidence ei-
1. Acquisitions on or After a Distribution likelihood of the acquisition of one orther that (i) at the time of the distribution,
more businesses by separating those bugire distributing corporation, the con-
nesses from others that are likely to be agrolled corporation, and their controlling
In the case of an acquisition occurrin%}uired is relevant in determining the exshareholders did not intend that one or
within 2 years after a distribution, the protent to W_h'Ch the dlstrlbut_|on Wasmore persons would acquire a 50-percent
posed regulations allow the distributingMotivated in whole or substantial part byor greater interest in the distributing or
corporation to rebut the presumption bynother corporate business purpose withigny controlled corporation during the
establishing by clear and convincing evith® meaning of 81.355-2. Analyzingstatutory presumption period (or later pur-
dence that (i) the distribution was motiWhether there is another substantial cokyant to an agreement, understanding, or
vated in whole or substantial part by &0rate business purpose for the distribigrrangement existing at the time of the
corporate business purpose (other than gpn n “ght 'Of an acqws!tlon-related pur-distribution or within 6 months thereafter)
intent to facilitate an acquisition or de-POSe i similar to analyzing whether thergr (i) the distribution was not motivated
crease the likelihood of the acquisition ofS & corporate business purpose for a digr whole or substantial part by an inten-
one or more businesses by separatirffjution in light of the potential avoid- tion to facilitate an acquisition of an inter-
those businesses from others that afce of federal taxes. See §1.355-2(b)(&kt in the distributing or controlled corpo-
likely to be acquired) and (ii) the acquisi-2d (5), Example 8. Thus, another busiation. Clause (i) may be satisfied even in
tion occurred more than 6 months afteP€SS Purpose must be real and substantidyations where one or more of the rele-
the distribution and there was no agred2Ven in light of the acquisition business/ant parties intend that the distribution
ment, understanding, arrangement, di!rPoSe. _ ~will facilitate an acquisition or acquisi-
substantial negotiations concerning the 1he reliance on business purpose in thgyns, so long as the parties do not intend
acquisition at the time of the distributiond®neral rebuttal is consistent with the sughat there be a 50-percent or greater
or within 6 months thereafter. Decreasing€Stions of many commentators writing:hange in ownership during the statutory
“the likelihood of the acquisition of one @P0Ut section 355(e), who identified corpresumption period. Alternatively, clause
or more businesses by separating tho£Qrate business purpose as an importag may be satisfied where the parties in-
businesses from others that are likely tf2Ctor in determining whether an acquisitend a 50-percent or greater change in
be acquired” generally refers to transadion and distribution are part of a plan.  qwnership during the presumption period,
tions in which one business, a perceiveﬂlternative rebuttal proviQeq tha_t the .partie.s' do not intend that
takeover target, is separated from another the distribution will facilitate any part of
via a stock distribution in an attempt to Reliance on a substantial nonacquisithe acquisitions.
spare the other business from acquisitiomion business purpose as proof of no Under the second prong of the alterna-
Distributions intended to “decrease théplan” is appropriate when the distribu-tive rebuttal, the distributing corporation
likelihood of the acquisition of one ortion and acquisition are separated by must establish by clear and convincing
more businesses by separating those busisfficient amount of time. Thus, the genevidence that, at the time of the distribu-
nesses from others that are likely to be aeral rebuttal is not satisfied in certairtion, neither the distributing corporation,
quired” are often difficult to differentiate cases, including where an acquisition odhe controlled corporation, nor their con-
from those intended to “facilitate an accurs within 6 months after a distributiontrolling shareholders reasonably would
quisition.” Both relate to a perceived poser where a distribution was not substanhave anticipated that it was more likely

General rebuttal
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than not that one or more persons wouldistribution, the relevant parties wouldidentified at the time of the distribution.
acquire a 50-percent or greater interest ieasonably anticipate that the distributiolBecause Congress intended distributions
the distributing corporation or the con-would give rise tall of an acquisition of designed to facilitate public offerings to
trolled corporation within 2 years after thea 50 percent interest in the distributing obe covered, other transactions that are
distribution (or later pursuant to an agreecontrolled corporation. (The rebuttal issconomically similar also should be cov-
ment, understanding, or arrangement esatisfied if the distributing corporation es-ered. These transactions include a private
isting at the time of the distribution ortablishes by clear and convincing eviplacement of the distributing or controlled
within 6 months thereafter) who woulddence that the relevant parties would natorporation’s stock or an auction of such
not have acquired such interests if the diseasonably anticipate an acquisition of atock by an investment banker. Like pub-
tribution had not occurred. 50 percent or greater interdsf persons lic offerings, these transactions do not
This prong of the alternative rebuttalwho would not acquire such interests abrecessarily involve predistribution nego-
(hereinafter referred to as the “reasonabkent the distribution. This standard is to tiations or agreements regarding subse-
anticipation” test) incorporates two im-be contrasted with the first prong of thequent acquisitions and yet may still be
portant concepts. First, it identifies rearebuttal, which is not satisfied if one ompart of the distributing or controlled cor-
sonably anticipated acquisitions of thenore of the relevant parties intended thadoration’s plan.
distributing or controlled corporation thatthere be a 50 percent or greater acquisi- Thus, we believe that section 355(e)
would not have occurred but for the distrition of distributing or controlled during was intended to apply to a range of trans-
bution and, because a causal connectitine applicable time period, and the distriactions, not limited to those in which a
exists between the two transactions, treabsition is intended to facilitatall or any mutual agreement or negotiations relating
them as part of a plan. Second, it reflecizart of that acquisition. Because someo the acquisition occurred prior to the dis-
the idea that reasonable anticipation, natcquisitions might be reasonably anticitribution. To require negotiations or
just the presence of negotiations, is impated to occur without regard to whetheagreements to be present prior to a distrib-
portant in determining whether a plan exthe distribution takes place, the Departdtion either would inappropriately exclude
ists. Considering reasonable anticipatioment of the Treasury and the IRS believeertain transactions from the coverage of
of certain acquisitions is consistent witlthat the distribution must be directlythe statute or would create a higher thresh-
the legislative history. Though descripiinked to all 50 percent of the acquisitiorold for the existence of a plan in certain
tions of the Administration Proposal in-to fail the “reasonable anticipation” testacquisitions than in other acquisitions.
cluded references to negotiations and distowever, a different result is called for The third prong of the alternative rebut-
tinctions between hostile and friendlywhere the relevant parti@gdenda 50 per- tal reiterates a requirement in the general
acquisitions, the focus of section 355(e)ent acquisition. In that case, it would aprebuttal. The distributing corporation
as enacted, is whether a relationship eypear that the aggregation of the variousiust establish by clear and convincing
ists between the distribution and the faccquisitions comprising the 50 percent acvidence that the distribution was not mo-
that persons other than the existing sharquisition are themselves part of a singlévated in whole or substantial part by an
holders became owners of the distributinglan, so a distribution intended to facili-intention to decrease the likelihood of the
or controlled corporation. tate only some of those acquisitionscquisition of one or more businesses by
A reasonable anticipation standard isvould be part of a plan also involvingseparating those businesses from others
necessary to implement section 355(ejhose other acquisitions not directly facilithat are likely to be acquired.
Otherwise, a distributing corporationtated by the acquisition. For purposes of applying the alternative
could attempt to avoid section 355(e) by In developing the reasonable anticiparebuttal, the consequences of the applica-
distributing a controlled corporationtion test, the Department of the Treasurtion of section 355(e), directly or by in-
under circumstances that virtually assurand the IRS rejected suggestions by sonteemnity, are disregarded in determining
an acquisition of the distributing or con-commentators that serious negotiations dhe intentions, motivations, and reasonable
trolled corporation, but arguing that, deagreement with an acquiror need to havanticipations of the relevant parties. To do
spite the imminence of the acquisition, eftaken place at the time of distribution forotherwise might give rise to a circularity
fectuating the acquisition was not a plan to exist. Requiring mutual agreein the application of the rules. If the con-
motive for the distribution. A part of ment or negotiation is inappropriate besequences of the application of section
planning any transaction includes ateause Congress intended the statute 8%5(e) were relevant in determining such
tempting to foresee actions others migtdapply in situations beyond those in whichintentions, motivations, and reasonable
take in response. Consistent with thia distribution is made prior to and as pawmnticipations, the distributing corporation
business practice, it is appropriate, espef an acquisition by a specifically identi-could argue that objective evidence indi-
cially for acquisitions subject to height-fied acquiror. Section 355(e)(2)(B)cated that it would satisfy the alternative
ened scrutiny, to require the distributingnakes clear that the section is intended tebuttal, since arguably it would not be
corporation to take into account the reaapply to acquisitions before and after aeasonable for an acquiror to act in a man-
sonably anticipated, likely actions of oth-distribution. The legislative history alsoner that would cause liability for tax under
ers to demonstrate that a distribution andarifies that a public offering after a dis-section 355(e). Conversely, the IRS could
acquisition are not part of a plan. tribution can trigger section 355(e) everargue that the presence of an indemnity
The second prong of the alternative rethough presumably no public buyeragreement indicated that the parties antici-
buttal is not satisfied if, at the time of thevould have been negotiated with or evepated liability for tax under section 355(e).

1999-36 |.R.B. 395 September 7, 1999



Acquisitions more than 2 years aftera mately the same time and under substaderstanding, arrangement, or substantial
distribution tially the same terms regardless of the acegotiations. A binding contract is
. quisition (and, in the case of an issuanadearly included as an agreement, but, de-

To prevent taxpayers from attemptingt siock, all acquisitions that are part opending on all relevant facts and circum-
to avoid the presumption period by delayg,cy jssuance), unless a person acquirisgances, parties can have an agreement,
ing a planned acquisition beyond 2 yeargy, interest becomes a controlling shareinderstanding, or arrangement even
from the date of distribution, the proposegs|qer by reason of the acquisition or athough they have not reached agreement
regulations provide that an acquisition 0c; nint thereafter and before the end afn all terms. Under certain circum-
curring more than 2 years after the distribg,q 5.year period beginning on the date aftances, such as in public offerings or auc-
ution is presumed part of a plan if thergne gistribution (or later pursuant to arions of the distributing or controlled cor-
was an agreement, understanding, Qfgreement, understanding, or arrangemeporation’s stock by an investment banker,
arrangement concerning the acquisition ayisting at the time of the distribution oran agreement, understanding, arrange-
the time of the distribution or within 2 yiiin 6 months thereafter). ment, or substantial negotiations can take

years thereafter. The distributing corpora- place regarding an acquisition even if the
tion may rebut the presumption using thécquisitions more than 2 years before a acquiror has not been specifically identi-

general or alternative rebuttal discussedistribution fied. The Department of the Treasury and

above. To provide certainty for transac- : . .
P y If an acquisition of an interest in thethe IRS are particularly interested in re-

tions that, because of their separation in o : .
time, are unlikely to be part of :plan thalistributing corporation or the controlled®€!Ving comments regarding transactions
prop,osed regulations provide that, if thergOrPoration occurs more than 2 years bdbat involve an investment banker and

was no agreement, understanding, gpre a distribution, the presumption shiftgvhen contacts by the distributing corpora-
arrangement concerning the acquisition & favor of the taxpayer. The acquisitiorfion or the controlied corporation with an
the time of the distribution or within 2 2nd the distribution are presumed not to pgvestment banker or contacts with poten-
years thereafter, a distribution and an a®at of & plan unless the Commissioner cdifl acquirors by an investment banker on
qUiSition Occurring more than 2 years af_estabﬁsh by .C|ear and Convin.ci.n.g evi.dencaehalf of the dlStrlbUtlng _Corporatlon or

terwards are not part of a plan. that, at the time of the acquisition, (i) théhe controlled corporation should or

distributing corporation or its controlling should not be considered an agreement,
2. Acquisitions Before a Distribution ~ shareholders intended to effectuate the dignhderstanding, arrangement, or substan-

tribution and (ii) that the distribution tial negotiations.

Acquisitions within 2 years before a5y not have occurred at approximately, .
distribution the same time and under substantially thé P

Section 355(e) also applies to transaG@Me terms regardless of that acquisition The proposed regulations also treat cer-
tions in which an acquisition of the distrib-(@nd. in the case of an issuance of stock, @dlin options as agreements. If stock of the
uting or controlled corporation’s stock@cquisitions that are part of such issuancglstributing or controlled corporation is
precedes a distribution of the controlled’ that @ person acquiring an interest in thacquired pursuant to an option, the option
corporation. When the transactions beingcduisition becomes a controlling sharéis treated as an agreement unless the dis-
tested as part of a plan occur in this ordgrolder by reason of that acquisition or &fributing corporation establishes by clear
the most reliable indicators that a plan ex2"Y Point thereafter and before the end @fnd convincing evidence that, on the later
ists are an intent to make the distributiof'® 2-year period beginning on the date qff the date of distribution or issuance, the
at the time of the acquisition and a caus€ distribution (or later pursuant to arpption was not more likely than not to be
connection between the acquisition ang9€ement, understanding, or arrangemegiercised. Generally, call options, war-
the distribution. In particular, if a person€XiSting at the time of the distribution Orrants, convertible obligations, the conver-
becomes a controlling shareholder by ad¥ithin six months thereafter). Because thgjon feature of convertible stock, put op-
quisition, that person’s intention become8aSsage of time makes it less likely that &fons, redemption agreements, restricted
the single best indicator of whether a latgfCduisition and distribution are part of a&tock, and any other instruments that pro-
distribution was part of a plan. The proPlan, after two years the proposed regulgjide for the right or possibility to issue,
posed regulations allow a distributing corfions shift the burden of proof to the IRS tGedeem, or transfer stock, cash settlement
poration to rebut the presumption by eg?rove the existence of a plan. Howevepptions, and other similar interests are
tablishing by clear and convincingth® Proposed regulations do not allow eated as options. An option on an option
evidence that, at the time of the acquisf@XPayer to avoid section 355(e) by delays treated as an option under the proposed
tion, the distributing corporation and its"9 the distribution when the distributionyeqyations. If there is an agreement, un-
controlling shareholders (determined im¢€arly was intended at the time of the aGyerstanding, or arrangement to issue an

mediately after the acquisition) did not in-Auisition. option before the end of the 6 month pe-
tend to effectuate a distribution. Alternam Agreement, Understanding, riod beginning on the date of the distribu-
tively, the distributing corporation Can arrangement, or Substantial Negotiationéion’ the option will be treated as issued
rebut the presumption by establishing by on the date of the agreement, understand-

clear and convincing evidence that the dis- The proposed regulations do not defineng, or arrangement. If an agreement, un-
tribution would have occurred at approxiwith precision the termagreement, un- derstanding, or arrangement to issue an
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option is reached, or an option is issuedlirectly or indirectly stock representing aty of the proposed regulations and how
more than 6 months but not more than 30-percent or greater interest in the dighey may be made easier to understand.
years after the distribution, and there weributing corporationor any controlled All comments will be available for public
substantial negotiations regarding the iszorporatiori (emphasis added). A ques-inspection and copying.

suance of the option or the acquisition ofion has arisen concerning the measure of A public hearing has been scheduled for
the stock underlying the option before thgain to the distributing corporation if, January 26, 2000, beginning at 10 a.m. in
end of the 6 month period beginning ompursuant to a plan, the stock of more thaRoom 2615, Internal Revenue Building,
the date of the distribution, the option willone controlled corporation is distributedl111 Constitution Avenue, NW, Washing-
be treated as issued 6 months after the d&ad stock representing a 50-percent aon, DC. Due to building security proce-
tribution. If there is an agreement, undergreater interest is acquired in some, bufures, visitors must enter at the 10th Street
standing, or an arrangement to issue art all, of the distributed controlled cor-entrance, located between Constitution
option more than 6 months but not morgorations. The proposed regulations claand Pennsylvania Avenues, NW. In addi-
than 2 years after the distribution, andfy that under those circumstances, théon, all visitors must present photo identi-
there were no substantial negotiations relistributing corporation only recognizesfication to enter the building. Because of
garding the issuance of the option or thgain on the stock of the distributed conaccess restrictions, visitors will not be ad-
acquisition of the stock underlying the optrolled corporations that were subject tenitted beyond the immediate entrance
tion before the end of the 6 month perio®0-percent or greater acquisitions. If tharea more than 15 minutes before the
beginning on the date of the distributiondlistributing corporation is the acquiredhearing starts. For information about hav-
the option will be treated as issued on theorporation, it must recognize gain on aling your name placed on the building ac-
date of the agreement, understanding, of the distributed controlled corporations.cess list to attend the hearing, see the
arrangement. The proposed regulatiorB d Effective Dat “FOR FURTHER INFORMATION CON-
exempt certain options from treatment as fopose ective bate TACT” section of this preamble.

options unless they are issued, trans- The regulations in this section are pro- The rules of 26 CFR 601.601(a)(3)
ferred, or listed with a principal purposeposed to apply to distributions occurring?Pply to the hearing. Persons who wish to
of avoiding the application of sectionafter the regulations in this section ar@resent oral comments at the hearing must
355(e) or the proposed regulations. Thgublished as final regulations in tRed- Submit written or electronic comments

enumerated exceptions cover certaigral Register. and an outline of the topics to be dis-
commercially customary options unlikely . cussed and the time to be devoted to each
to be used to avoid section 355(e) or thepecial Analyses topic (preferably a signed original and

proposed regulations. It has been determined that this noticglght (8) copies) by January 5, 2000. A

period of 10 minutes will be allotted to

5. Aggregating Acquisitions That are ~ Of proposed rulemaking is not a signifi- ,
Pursuant to a Plan cant regulatory action as defined in Exec(?ach person for making comments. - An

agenda showing the scheduling of the

_ utive Order 12866. Therefore, a regula- K il b d after the dead
Under the proposed regulations, eactory assessment is not required. It has aI%@ea ers will be prepared atter the dead-
e for receiving outlines has passed.

acquisition of stock of a distributing orpeen determined that section 553(b) of the . . .
controlled corporation must be tested tadministrative Procedure Act (5 U.S.c SOPies Of the agenda will be available
determine whether the acquisition is purchapter 5) does not apply to these regul§€€ Of charge at the hearing.
suant to a plan involving a distribution.tions, and, because the regulations do ngfafting Information
Each acquisition of stock of a corporatioimpose a collection of information on
acquired pursuant to a plan involving a dissmall entities, the Regulatory Flexibility The principal author of these proposed
tribution is aggregated with all acquisitionsAct (5 U.S.C. chapter 6) does not applyiegulations is Brendan O’Hara, Office of
of stock of that corporation acquired purPursuant to section 7805(f) of the Internathe Assistant Chief Counsel (Corporate).
suant to a plan involving that distributionRevenue Code, this notice of proposetiowever, other personnel from the IRS
to determine whether an acquisition of aulemaking will be submitted to the Chiefand Treasury Department participated in
50-percent or greater interest as proscrib&tbunsel for Advocacy of the Small Busi-their development.
in section 355(e)(2)(A)(ii) has occurred. ness Administration for comment on its

impact on small business.

* *x *x *x %

B. Any Controlled Corporation )
Proposed Amendments to the Regulations

Section 355(e)(2)(A)i) provides that~CMments and Public Hearing
section 355(e)(1), which causes the dis- Before these proposed regulations are
tributing corporation to recognize its gairadopted as final regulations, consideratiof°S€d t0 be amended as follows:
in the controlled corporation stock as ifwill be given to any written commentSpaRT 1—INCOME TAXES
the distributing corporation had sold thgpreferably a signed original and eight (8)
stock for its fair market value, applies tccopies) and comments sent via the Internet Paragraph 1. The authority citation for
any distribution to which section 355 apthat are submitted timely to the IRS. Theart 1 is amended by adding an entry in
plies and “which is part of a plan . . . puriRS and the Department of the Treasurgumerical order to read as follows:

suant to which 1 or more persons acquirgpecifically request comments on the clar- Authority: 26 U.S.C. 7805 * * *

Accordingly, 26 CFR part 1 is pro-
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Section 1.355-7 also issued under 2@®) Rights of first refusal. was no agreement, understanding,

U.S.C. 355(e)(5). * * * (E) Other enumerated instruments. arrangement, or substantial negotiations
Par. 2. Section 1.355-0 is amended b{8) Examples. concerning the acquisition at the time of
revising the section heading and addin(p) Multiple controlled corporations. the distribution or within 6 months there-
introductory text and an entry for §1.355«c) Valuation. after.
7 to read in part as follows: (d) Effective date. (B) The intent of the distributing corpo-
Par. 3. Section 1.355-7 is added tmation, the controlled corporation, or the

§1.355-0 Outline of sections. read as follows: controlling shareholders of either the dis-

In order to facilitate the use of81-395—7 Recognition of gain on certairtributing or controlled corporation to fa-
§§1.355-1 through 1.355-7, this sectioHiStr?b”tions of stock or _securities in conpilitate an acquisiti(_)n_ or decrease the like-
lists the major paragraphs in those sedection with an acquisitier-(a) Plan or  lihood of the acquisition of one or more
series of related transactiors(1) In gen- businesses by separating those businesses
eral. (i) Except as provided in sectionfrom others that are likely to be acquired
ok ok ok ok 355(e) and in this section, section 355(a¥ relevant in determining the extent to
applies to any distribution— which the distribution was motivated by a

(A) To which section 355 (or so muchcorporate business purpose within the
of section 356 as relates to section 35%heaning of §1.355-2(b) (other than an in-

tions as follows:

81.355-7 Recognition of gain on certain
distributions of stock or securities in
connection with an acquisition.

applies; and tent to facilitate an acquisition or decrease
(a) Plan or series of related transactions. (B) Which is part of a plan (or series ofthe likelihood of the acquisition of one or
(1) In general. related transactions) pursuant to whicimore businesses by separating those busi-
(2) Distributions within 2 years of an ac-one or more persons acquire directly onesses from others that are likely to be ac-
quisition. indirectly stock representing a 50-percemjuired).
(i) Presumption. or greater interest in the distributing cor- (iii) Alternative rebuttal for acquisi-
(i) Rebuttal for acquisitions after a dis-Poration or any controlled corporation. tions on or after a distribution.In the
tribution. (ii) For purposes of this section, a conease of an acquisition occurring on or
(iii) Alternative rebuttal for acquisitions trolled corporation is a corporation theafter a distribution, the distributing corpo-
on or after a distribution. stock of which is distributed in a distribu-ration also may rebut the presumption of
(iv) Operating rules for paragraphtion to which section 355 applies. paragraph (a)(2)(i) of this section by es-
(a)(2)(iii) of this section. (iif) The existence of a plan (or seriedablishing by clear and convincing evi-
(v) Rebuttals for acquisitions before &f related transactions) does not depertence that—
distribution. on whether or not more than one person (A)(1) At the time of the distribution,
(A) General rebuttal. acts in concert. the distributing corporation, the con-
(B) Alternative rebuttal. (2) Distributions within 2 years of an trolled corporation, and their controlling
(3) Distributions more than 2 years froncquisitior—(i) Presumption.If a distrib- ~ shareholders did not intend that one or
an acquisition. ution occurs within 2 years of an acquisimore persons would acquire a 50-percent
(i) Acquisitions after a distribution. tion by one or more persons of an interestr greater interest in the distributing or
(i) Acquisitions before a distribution.  in the distributing corporation or any con-any controlled corporation during the 2-
(4) Controlling shareholder. trolled corporation, the distribution andyear period beginning on the date of the
(5) Agreement, understanding, or arthat acquisition are presumed to be part efistribution (or later pursuant to an agree-
rangement. a plan (or series of related transactions). ment, understanding, or arrangement ex-
(6) Multiple acquisitions. (ii) Rebuttal for acquisitions after a dis-isting at the time of the distribution or

(7) Stock acquired by exercise of opdribution. (A) In the case of an acquisiwithin 6 months thereafter); or
tions, warrants, convertible obliga-tion occurring after a distribution, the dis- (2) The distribution was not motivated
tions, and other similar interests.  tributing corporation may rebut thein whole or substantial part by an inten-

(i) Treatment of options. presumption of paragraph (a)(2)(i) of thigion to facilitate an acquisition of an inter-
(A) General rule. section by establishing by clear and corest in the distributing or controlled corpo-
(B) Agreement, understanding, arrangevincing evidence that— ration; and
ment, or substantial negotiations to (1) The distribution was motivated in (B) At the time of the distribution, nei-
issue an option. whole or substantial part by a corporatéher the distributing corporation, the con-
(i) Instruments treated as options. business purpose within the meaning dfolled corporation, nor their controlling
(iii) Instruments generally not treated a$1.355-2(b) (other than an intent to facilishareholders would reasonably have an-
options. tate an acquisition or decrease the likelticipated that it was more likely than not
(A) Escrow, pledge, or other securityhood of the acquisition of one or morehat one or more persons would acquire a
agreements. businesses by separating those busines&spercent or greater interest in the dis-
(B) Compensatory options. from others that are likely to be acquired)tributing corporation or the controlled
(C) Options exercisable only upon death@nd corporation within 2 years after the distri-
disability, mental incompetency, or (2) The acquisition occurred more tharbution (or later pursuant to an agreement,
retirement. 6 months after the distribution and thereinderstanding, or arrangement existing at

September 7, 1999 398 1999-36 I.R.B.



the time of the distribution or within 6 ticipations of the relevant parties undeoccurs more than 2 years after a distribu-
months thereafter) who would not haveparagraph (a)(2)(iii) of this section, thetion, and there was no agreement, under-
acquired such interests if the distributioronsequences of the application of sectisgtanding, or arrangement concerning the
had not occurred; and 355(e), directly or by indemnity, are dis-acquisition at the time of the distribution
(C) The distribution was not motivatedregarded. or within 2 years thereafter, the acquisi-
in whole or substantial part by an inten- (v) Rebuttals for acquisitions before ation and the distribution are not part of a
tion to decrease the likelihood of the acdistribution-(A) General rebuttal.In the plan (or series of related transactions).
quisition of one or more businesses bgase of an acquisition occurring before a (i) Acquisitions before a distribution.
separating those businesses from othedsstribution, the distributing corporationlf an acquisition by one or more persons
that are likely to be acquired. may rebut the presumption of paragraphbf an interest in the distributing corpora-
(iv) Operating rules for paragraph (a)(2)(i) of this section by establishing bytion or the controlled corporation occurs
(a)(2)(iii) of this section. (A) For pur- clear and convincing evidence that, at theore than 2 years before a distribution,
poses of paragraph (a)(2)(iii)(A)(of this time of the acquisition, the distributingthe acquisition and the distribution are not
section, if an acquisition by one or moreorporation and its controlling shareholdpart of a plan (or series of related transac-
persons of an interest in the distributingrs (determined immediately after the adions) unless the Commissioner can estab-
corporation or any controlled corporatiomuisition) did not intend to effectuate dish by clear and convincing evidence
before the distribution is part of a plan (odistribution. that—
series of related transactions) involving (B) Alternative rebuttal.In the case of  (A) At the time of the acquisition, the
the distribution, the distributing corpora-an acquisition occurring before a distribuéistributing corporation or its controlling
tion, the controlled corporation, and theition, the distributing corporation mayshareholders (determined immediately
controlling shareholders must include theebut the presumption of paragraplafter the acquisition) intended to effectu-
amount of stock acquired in that acquisifa)(2)(i) of this section by establishing byate the distribution; and
tion as an amount they intended at thelear and convincing evidence that the (B)(1) The distribution would not have
time of the distribution to be acquireddistribution would have occurred at ap-occurred at approximately the same time
during the 2-year period beginning on th@roximately the same time and under sutand under substantially the same terms re-
date of the distribution. stantially the same terms regardless @ardless of that acquisition (and, in the
(B) For purposes of paragraph (a)(2)that acquisition (and, in the case of an issase of an issuance of stock, all acquisi-
(iii)(B) of this section, persons who moresuance of stock, all acquisitions that argons that are part of such issuance); or
likely than not would have acquired interpart of such issuance), provided no person (2) A person acquiring an interest in that
ests in the distributing corporation if theacquiring an interest in that acquisitioracquisition becomes a controlling share-
distribution had not occurred are alsdecomes a controlling shareholder by redrolder by reason of that acquisition or at
treated as persons who more likely thason of that acquisition or at any pointany point thereafter and before the end of
not would have acquired proportionate inthereafter and before the end of the 2-yed#ine 2-year period beginning on the date of
terests in the controlled corporation if thgeriod beginning on the date of the distrithe distribution (or later pursuant to an
distribution had not occurred. No otheibution (or later pursuant to an agreemenagreement, understanding, or arrangement
persons are treated as persons who wouldderstanding, or arrangement existing &ixisting at the time of the distribution or
have acquired interests in the controllethe time of the distribution or within 6 within 6 months thereafter).
corporation if the distribution had not oc-months thereafter). (4) Controlling shareholder. For pur-
curred. (3) Distributions more than 2 yearsposes of paragraphs (a)(2) and (3) of this
(C) For purposes of paragraph (a)(2)from an acquisition—(i) Acquisitions section, a controlling shareholder is any
(iii)(B) of this section, if an acquisition by after a distribution. (A) If an acquisition person who, directly or indirectly, or to-
one or more persons of an interest in thiegy one or more persons of an interest igether with related persons (as described
distributing corporation or any controlledthe distributing corporation or any con-n sections 267(b) and 707(b)), possesses
corporation before the distribution is partrolled corporation occurs more than Zoting power in the distributing or con-
of a plan (or series of related transactiongjears after a distribution, the distributiortrolled corporation representing a mean-
involving the distribution, the distributing and that acquisition are presumed part afigful voice in the governance of the cor-
corporation, the controlled corporationa plan (or series of related transactiongoration. A controlling shareholder of a
and their controlling shareholders musonly if there was an agreement, underpublicly traded corporation is any person
treat the amount of stock acquired in thatanding, or arrangement concerning th&ho, directly or indirectly, or together
acquisition as an amount they would reaacquisition at the time of the distributionwith related persons (as described in sec-
sonably have anticipated was more likelpr within 2 years thereafter. The distributtions 267(b) and 707(b)), owns 5 percent
than not to be acquired within 2 yearsng corporation may rebut the presumper more of any class of stock of the dis-
after the distribution that would not havetion under paragraph (a)(2)(ii) ortributing or controlled corporation and
been acquired if the distribution had nofa)(2)(iii) of this section. who actively participates in the manage-
occurred. (B) If an acquisition by one or morement or operation of the corporation. If a
(D) For purposes of determining the inpersons of an interest in the distributinglistribution precedes an acquisition, the
tentions, motivations, and reasonable amorporation or any controlled corporatiorcontrolled corporation’s controlling
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shareholders immediately after the distrisubstantial negotiations regarding the is355(d)(7)(A) (and that is not excessive by
bution are considered the controlled corsuance of the option or the acquisition ofeference to the services performed) and
poration’s controlling shareholders at théhe stock underlying the option before th¢hat immediately after the distribution and
time of the distribution. end of the 6-month period beginning omwithin 6 months thereafter—

(5) Agreement, understanding, or ar-the date of the distribution, the option will (1) Is nontransferable within the mean-
rangement. For purposes of this section,be treated as issued 6 months after the disg of §1.83-3(d); and
the parties do not necessarily have to hawgbution. If there is an agreement, under- (2) Does not have a readily ascertain-
entered into a binding contract or havatanding, or an arrangement to issue able fair market value as defined in
reached agreement on all terms to have aption more than 6 months but not mor&1.83—7(b).

“agreement, understanding, or arrangdhan 2 years after the distribution, and (C) Options exercisable only upon
ment.” there were no substantial negotiations raleath, disability, mental incompetency, or
(6) Multiple acquisitions.Each acquisi- garding the issuance of the option or theetirement. Any option entered into be-
tion of stock of a corporation acquiredacquisition of the stock underlying the optween stockholders of a corporation (or a
pursuant to a plan (or series of relatetion before the end of the 6 month periogtockholder and the corporation) that is
transactions) involving a distribution will beginning on the date of the distributionexercisable only upon the death, disabil-
be aggregated with all acquisitions ofhe option will be treated as issued on thigy, or mental incompetency of the stock-
stock of that corporation acquired purdate of the agreement, understanding, dolder, or, in the case of stock acquired in
suant to a plan (or series of related transaarrangement. connection with the performance of ser-
tions) involving that distribution to deter- (ii) Instruments treated as optionsor vices for the corporation or a person re-
mine whether an acquisition described ipurposes of this paragraph (a)(7), excepated to it under section 355(d)(7)(A) (and
section 355(e)(2)(A)(ii) occurred. The apio the extent provided in paragraphhat is not excessive by reference to the
propriate presumption and rules for rebutta)(7)(iii) of this section, call options, services performed), the stockholder’s re-

tal will be applied to each acquisition dewarrants, convertible obligations, the contirement.
pending on when the acquisition occurrediersion feature of convertible stock, put (D) Rights of first refusal A bona fide

(7) Stock acquired by exercise of opoptions, redemption agreements (includdght of first refusal regarding the corpo-
tions, warrants, convertible obligations,ing rights to cause the redemption ofation’s stock with customary terms, en-
and other similar interests(i) Treatment stock), restricted stock, any other instrutered into between stockholders of a cor-
of options—(A) General rule. For pur- ments that provide for the right or possiporation (or between the corporation and
poses of this section, if stock of the dishility to issue, redeem, or transfer stoclka stockholder).
tributing or controlled corporation is ac-(including an option on an option), cash (E) Other enumerated instruments.
quired pursuant to an option, the optiosettlement options, or any other similaAny other instruments specified in regula-
will be treated as an agreement on the datgerests are treated as options. tions, a revenue ruling, or a revenue proce-
of issuance unless the distributing corpo- (iii) Instruments generally not treateddure. See §601.601(d)(2) of this chapter.
ration establishes by clear and convincings options. For purposes of this para- (8) Examples.The following examples
evidence that, on the later of the date afraph (a)(7), the following are not treatedllustrate this paragraph (a). Throughout
distribution or date of issuance, the optioms options unless issued, transferred (direse examples, assume that the distribut-
was not more likely than not to be exerrectly or indirectly), or listed with a prin- ing corporation (D) owns all of the stock
cised. The determination of whether agipal purpose of avoiding the applicatiorpf the controlled corporation (C). As-
option was more likely than not to be exeof section 355(e) or this section: sume further that D distributes the stock
ercised is based on all the facts and cir- (A) Escrow, pledge, or other securityof C in a distribution to which section 355
cumstances. In applying the previous semmgreementsAn option that is part of a se-applies and to which section 355(d) does
tence, the fair market value of stockcurity arrangement in a typical lendingnot apply. For purposes of these exam-
underlying an option is determined by taktransaction (including a purchase moneples, unless otherwise stated, assume that
ing into account control premiums and mitoan), if the arrangement is subject to cugll transactions described are respected
nority and blockage discounts. tomary commercial conditions. For thisunder applicable general tax principles.

(B) Agreement, understanding, ar-purpose, a security arrangement includeblo inference should be drawn from any
rangement, or substantial negotiations tdor example, an agreement for holdingxample concerning whether any require-
issue an option.If there is an agreement,stock in escrow or under a pledge or othénents of section 355 other than those of
understanding, or arrangement to issue @ecurity agreement, or an option to acsection 355(e) are satisfied. The exam-
option before the end of the 6-month pegquire stock contingent upon a defaulples are as follows:
rjod beginnipg on 'the date of the digtribuunder a loan. . . Example 1.To facilitate a stock offering by D of
tion, the option will be treated as issued (B) Compensatory optionsAn option  sq percent of its stock, D distributes C pro rata to its
on the date of the agreement, understantd acquire stock in the distributing or conshareholders. D issues new shares amounting to 50
ing, or arrangement. If an agreement, urirolled corporation with customary termspercent of its stock to the public in a public offering
derstanding, or arrangement to issue and conditions provided to an employe#ithin 6 months of the distribution. Under para-
option is reached, or an option is issuedyr director in connection with the perfor-2raP" ()()(0) of this section, the distribution and

; " acquisition are presumed to be part of a plan (or se-

more than 6 months but not more than thance of services for the corporation or ges of related transactions) because the acquisition
years after the distribution, and there werperson related to it under sectionccurred within 2 years of the distribution. Because
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the acquisition occurred within 6 months after theition and acquisition are presumed to be part of a Example 5.(i) D believes it would be a more at-
distribution, D must rely on the rules of paragraptplan (or series of related transactions) because thmctive acquisition candidate if it did not own C. To
(a)(2)(iii) of this section to rebut the presumption. Dacquisition occurred within 2 years of the distribu-achieve significant nontax cost savings and, in sub-
will not be able to rebut the presumption because Bon. Under paragraph (a)(2)(ii)(B) of this section,stantial part, to maximize the possibility of D’s ac-
cannot establish either that D did not intend that on’s intent to deter an acquisition of D is a factoruisition, D distributes C pro rata. At the time of the
or more persons would acquire a 50-percent dending to disprove that the distribution was motidistribution, D has not, directly or indirectly, so-
greater interest in D during the relevant period underated in substantial part by the desire to lower its filicited or received any indication of interest from
paragraph (a)(2)(iii)(A)(1) of this section or that thenancing costs. If D can establish by clear and comotential acquirors. At the end of 6 months after the
distribution was not motivated in whole or substanvincing evidence that the distribution wasdistribution, no agreement, arrangement, understand-
tial part by an intention to facilitate an acquisition ofnonetheless motivated in substantial part by the ne@uh, or substantial negotiations regarding the acquisi-
an interest in D under paragraph (a)(2)(iii)@)6f to lower its financing costs, D can rebut the pretion of D have taken place. Seven months after the
this section. Because the presumption of paragrajghimption using paragraph (a)(2)(ii) of this sectiondistribution, D engages an investment banker to con-
(a)(2)(i) of this section cannot be rebutted regardin® will not be able to rebut the presumption by usingluct an auction of D. One of the bidders acquires D
the acquisition of a 50-percent or greater interest ithe alternative rebuttal under paragraph (a)(2)(iii) ol year after the distribution. Under paragraph
D, section 355(e) applies to the distribution of C. this section for the same reason aExample 2 (a)(2)(i) of this section, the distribution and acquisi-
Example 2. (i) X corporation announces an in- Example 4.D is a widely held, publicly traded tion are presumed to be part of a plan (or series of re-
tention to acquire D, principally to acquire C’s busi-corporation. D distributes C pro rata to D’s sharelated transactions) because the acquisition occurred
ness. Due to market conditions, X’s available capholders. By contract, C agrees to indemnify D fowithin 2 years of the distribution. Because there was
tal, and X’s success in acquiring other corporationgny imposition of tax under section 355(e). The disao agreement, understanding, arrangement, or sub-
D would reasonably anticipate that an acquisition dfibution is motivated solely by a corporate businesstantial negotiations concerning the acquisition at the
a 50-percent or greater interest in D is more likelpurpose within the meaning of §1.355-2(b) (othetime of the distribution or within 6 months thereafter,
than not to occur within 2 years. To lower its financthan an intent to facilitate an acquisition or decreade can use the rebuttal under paragraph (a)(2)(ii) of
ing costs and, in substantial part, to deter the acquhe likelihood of the acquisition of one or more busithis section if D can establish that the distribution
sition of D (by separating it from the more attractivenesses by separating those businesses from otheras motivated in whole or substantial part by the
C), D distributes C pro rata to the D shareholders. ¥at are likely to be acquired). At the time of the diseorporate business purpose of achieving significant
acquires C within 6 months of the distribution. tribution, although D has not been approached byontax cost savings. Under paragraph (a)(2)(ii)(B)
(i) Under paragraph (a)(2)(i) of this section, theany potential acquirors of C, D would reasonablyof this section, D’s intent to facilitate an acquisition
distribution and acquisition are presumed to be paanticipate that, under current market conditions, if @f D is a factor tending to disprove that the distribu-
of a plan (or series of related transactions) becaugeseparated from D, an acquisition of a 50-perceition was motivated in substantial part by the desire to
the acquisition occurred within 2 years of the distrior greater interest in C is more likely than not tachieve nontax cost savings. If D can establish by
bution. Because the acquisition occurred within &ccur within 2 years by persons who would not havelear and convincing evidence that the distribution
months after the distribution, D must rely on theacquired a proportionate interest in D if the distribuwas nonetheless motivated in substantial part by the
rules of paragraph (a)(2)(iii) of this section to rebution of C had not occurred. C is acquired within éheed to achieve nontax cost savings for D and C, D
the presumption. Under paragraph (a)(2)(ii)@)( months after the distribution. Under paragrapltan rebut the presumption using paragraph (a)(2)(ii)
of this section, D will be able to establish that th&a)(2)(i) of this section, the distribution and acquisi-of this section.
distribution was not motivated in whole or substantion are presumed to be part of a plan (or series of (ii) D cannot rebut the presumption using the
tial part by an intention to facilitate an acquisition ofrelated transactions) because the acquisition ocdles of paragraph (a)(2)(iii) of this section because
an interest in D or C. Under paragraph (a)(2)(iv)(Bxurred within 2 years of the distribution. Becaus® cannot establish either that D did not intend that
of this section, for purposes of paragraph (a)(2)the acquisition occurred within 6 months after thene or more persons would acquire a 50-percent or
(iii)(B) of this section, persons who more likely thandistribution, D must rely on the rules of paragraptgreater interest in D during the relevant period under
not would have acquired interests in D if the distrib{a)(2)(iii) of this section to rebut the presumption. Dparagraph (a)(2)(iii)(A)Y) of this section or that the
ution had not occurred are also treated as persowdl be able to establish that the distribution was nodlistribution was not motivated in whole or substan-
who more likely than not would have acquired promotivated in whole or substantial part by an intential part by an intention to facilitate an acquisition of
portionate interests in C if the distribution had notion to facilitate an acquisition of an interest in D oran interest in D under paragraph (a)(2)(iii)@)of
occurred. Therefore, under paragraph (a)(2)(iii)(BIC under paragraph (a)(2)(iii)(A) of this section. this section.
of this section, D will be able to establish that, at thélowever, D will not be able to establish the require- Example 6.D announces that it will distribute C
time of the distribution, neither D, C, nor their con-ments of paragraph (a)(2)(iii)(B) of this section.pro rata to D’s shareholders. The distribution is mo-
trolling shareholders would reasonably have anticidnder paragraph (a)(2)(iv)(B) of this section, fortivated solely by a corporate business purpose within
pated that it was more likely than not that one opurposes of paragraph (a)(2)(iii)(B) of this sectionthe meaning of §1.355-2(b) (other than an intent to
more persons would acquire a 50-percent or greatenly persons who more likely than not would havdacilitate an acquisition or decrease the likelihood of
interest in D or C within 2 years after the distribu-acquired interests in D if the distribution had not octhe acquisition of one or more businesses by separat-
tion who would not have acquired such interests i€urred are treated as persons who more likely thang those businesses from others that are likely to be
the distribution had not occurred. not would have acquired proportionate interests in @cquired). After the announcement but before the
(iif) Under paragraph (a)(2)(iii)(C) of this sec- if the distribution had not occurred. Thereforedistribution, D acquires X, a widely held corporation.
tion, D will not be able to establish that the distribuunder paragraph (a)(2)(iii)(B) of this section, D will The X shareholders receive D stock in exchange for
tion was not motivated in whole or substantial parhot be able to establish that, at the time of the distriheir X stock. No person who acquired D stock in
by an intention to decrease the likelihood of the adsution, neither D, C, nor their controlling shareholdthe X acquisition became a controlling shareholder
quisition of D’s business by separating it from the Grs would reasonably have anticipated that it waaf D, as defined in paragraph (a)(4) of this section,
business that was likely to be acquired. Because theore likely than not that one or more persons wouldithin the time period described in paragraph
presumption of paragraph (a)(2)(i) of this sectioracquire a 50-percent or greater interest in D or Ca)(2)(v)(B) of this section. Under paragraph
cannot be rebutted regarding the acquisition by X afithin 2 years after the distribution who would not(a)(2)(i) of this section, the distribution and the ac-
a 50-percent or greater interest in C, section 355(pve acquired such interests if the distribution haduisition of D stock by the X shareholders are pre-
applies to the distribution of C. not occurred. Under paragraph (a)(2)(iv)(D) of thissumed to be part of a plan (or series of related trans-
Example 3.The facts are the sameBEsample 2 section, the consequences of the indemnity agreaetions) because the acquisition occurred within 2
except the acquisition takes place 1 year after thment are disregarded for purposes of applying pargears of the distribution. If D can establish by clear
distribution. The parties had not reached an agregraph (a)(2)(iii)(B) of this section. Because the preand convincing evidence that the distribution of C
ment, understanding, or arrangement concerningumption of paragraph (a)(2)(i) of this sectionwould have occurred at approximately the same time
and had not substantially negotiated, the acquisitiocannot be rebutted regarding the acquisition of a 5@nd under substantially the same terms regardless of
of C stock within 6 months after the distribution.percent or greater interest in C, section 355(e) aphe acquisition of X, D may rebut the presumption
Under paragraph (a)(2)(i) of this section, the distribplies to the distribution of C. under paragraph (a)(2)(v)(B) of this section.
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Example 7. (i) D engages in business 1. C enpursuant to an agreement, understanding, @@. To take advantage of favorable market condi-
gages in business 2. D is interested in expandiragrangement existing at the time of the distributiottions, C issues new shares amounting to 20 percent
business 1 through acquisitions, but D’s ownershipr within 6 months thereafter) who would not haveof its stock in a public offering followed 1 month
of C has been an impediment to acquisitions using Bcquired such interests if the distribution had not odater by the distribution. The public offering docu-
stock. On the advice of its investment banker, Rurred. Under paragraph (a)(2)(iv)(C) of this secments disclosed the intended distribution of C. Nei-
plans to distribute its C stock to its shareholderton, D, C, and their controlling shareholders musther D, C, nor their controlling shareholders in-
solely to facilitate acquisitions by D. D has no spetreat the amount of D stock acquired by A as atended any further transactions involving D or C
cific goals regarding how much D stock will be ac-amount they would reasonably have anticipated wagock. In addition, at the time of the distribution,
quired after the distribution. D and its investmenmore likely than not to be acquired within 2 yearsieither D, C, nor their controlling shareholders
banker have identified X and Y as potential acquisiafter the distribution that would not have been acwould reasonably anticipate that it was more likely
tion targets. After D decides to distribute its Cquired if the distribution had not occurred. Third,than not that one or more persons would acquire a
stock, but before the distribution date, D negotiatesnder paragraph (a)(2)(iii)(C) of this section, D will50-percent interest in D or C within 2 years (or later
with and acquires X, but has no contact with Y. Ape able to establish that the distribution was not m@ursuant to an agreement, understanding, or
X’s sole shareholder, receives 30 percent of D'tivated in whole or substantial part by an intention térrangement existing at the time of the distribution
stock, becoming a controlling shareholder of Ddecrease the likelihood of the acquisition of one odr within 6 months thereafter) who would not have
within the meaning of paragraph (a)(4) of this secmore businesses by separating those businesgsjuired such interests absent the distribution. Two
tion. One year after the distribution, D acquires Yfrom others that are likely to be acquired. months after the distribution, C is approached unex-
Y’s shareholders receive 19 percent of D’s stock. Example 8.D plans to distribute C pro rata to its pectedly regarding an opportunity to acquire X.
After the distribution, D and its investment bankeishareholders. The distribution is substantially motiFive months after the distribution, C acquires X in
identify Z as another desirable target. Eighteemated by a corporate business purpose within thexchange for 40 percent of the C stock. Under para-
months after the distribution, D acquires Z. Z’smeaning of §1.355-2(b) (other than an intent to fagraph (a)(2)(i) of this section, the distribution and
shareholders receive 17 percent of D's stock. cilitate an acquisition or decrease the likelihood ofach acquisition are presumed to be part of a plan

(i)) Under paragraph (a)(2)(i) of this section, thethe acquisition of one or more businesses by separ&®r series of related transactions) because each ac-
distribution and each acquisition are presumed to kirg those businesses from others that are likely to ifiisition occurred within 2 years of the distribution.
part of a plan (or series of related transactions) becquired). After the announcement date, D’s invest- (i) Regarding the public offering, D cannot rebut
cause each acquisition occurred within 2 years of theent banker informs D's management that there isthe presumption using paragraph (a)(2)(v) of this
distribution. In addition, under paragraph (a)(6) ofot of interest in new investment in D now that it will Section. At the time of the acquisition, D and its
this section, all acquisitions for which the presumpro longer own C. At the time of the distribution, Dcontrolling shareholders intended to effectuate the
tion is not rebutted are aggregated to determinwould reasonably anticipate that it was more likelydistribution. Also, the distribution would not have
whether an acquisition described in sectiorthan not that one or more persons would acquire @curred at approximately the same time and under
355(e)(2)(A)(ii) has occurred. 50-percent or greater interest in D within 2 years (opubstantially the same terms regardless of the public

(iii) Regarding the acquisition of X, D will not be later pursuant to an agreement, understanding, 8ffering.
able to rebut the presumption under paragraprrangement existing at the time of the distribution (iii) Regarding C’s acquisition of X, D will not be
(@)(2)(V)(A) of this section because D cannot estaler within 6 months thereafter) who would not ac-2ble to rebut the presumption using paragraph
lish that at the time A acquired D stock, D did nofquire such interests absent the distribution. Thre@)(2)(ii) of this section because the acquisition oc-
intend to effectuate a distribution. In addition, Dmonths after the distribution, D issues an option to %urred within 6 months after the distribution. How-
cannot rebut the presumption under paragrapto purchase 50 percent of the D stock. At the time &Vver, D will be able to rebut the presumption regard-
(a)(2)(v)(B) of this section because that paragrapissuance, the facts and circumstances indicate tigg the acquisition of X using paragraph (a)(2)(iii)
does not apply to an acquisition in which a persothe option is more likely than not to be exercised®f this section. Neither D, C, nor their controlling
becomes a controlling shareholder. Two years after issuance, X exercises the option afiffareholders intended that one or more persons

(iv) Regarding the acquisitions of Y and Z, D will purchases 50 percent of the D stock. Under par#lould acquire a 50-percent or greater interest in D
not be able to rebut the presumption under pararaph (a)(7)(i)(A) of this section, the option isOf C during the relevant period under paragraph
graph (a)(2)(ii)(A) of this section because D cannolreated as an agreement on the date it is issud@(2)(i)(A)(1) of this section. Under paragraph
establish that the distribution was motivated irUnder paragraph (a)(3)(i)(A) of this section, the dis(2)(2)(ii))(B) of this section, at the time of the distri-
whole or substantial part by a corporate businessbution and the acquisition are presumed to be papttion, neither D, C, nor their controlling sharehold-
purpose within the meaning of §1.355-2(b) (otheof a plan (or series of related transactions) becau§&s Would reasonably have anticipated that it was
than an intent to facilitate an acquisition or decreasthere was an agreement concerning the acquisitiéiore likely than not that one or more persons would
the likelihood of the acquisition of one or more busiwithin 2 years of the distribution. D will not be able2¢quire a S0-percent or greater interest in C within 2
nesses by separating those businesses from oth&rsebut the presumption using the rebuttals of pary®ars who would not have acquired such interests if
that are likely to be acquired). graphs (a)(2)(ii) or (a)(2)(iii) of this section. The re-the distribution had not occurred. Under paragraph

(v) To rebut the presumption with regard to eachuttal of paragraph (a)(2)(ii) of this section is un-(@(2)(ii)(C) of this section, the distribution was not
acquisition of Y and Z using the alternative rebuttahvailable because there was an agreemefotivated in whole or substantial part by an inten-
of paragraph (a)(2)(iii) of this section, D must estabeoncerning the acquisition within 6 months of thdion to decrease the likelihood of the acquisition of
lish three facts. First, under paragraph (a)(2)(iii)distribution. The rebuttal of paragraph (a)(2)(iii) of°"€ ©F more businesses by separating those busi-
(A)(1) of this section, D must establish that, at théhis section is unavailable because D cannot estap€SSes from others that are likely to be acquired.
time of the distribution, D and its controlling share-ish that, at the time of the distribution, neither D, cB&cause only the 20-percent acquisition by public
holders did not intend that one or more personsor their controlling shareholders would reasonabl .ffenn.g 1S pgrt ofa pl'an.(or §er|es Of_ related transac-
would acquire a 50-percent or greater interest in Bave anticipated that it was more likely than not th ons) involving the distribution, section 355(e) does
or C during the presumption period described in thaine or more persons would acquire a 50-percent gpt apply.
paragraph. For that purpose, the interests intendgdeater interest in D within 2 years (or later pursuant . .
to be acquired in D or C will include A's acquisitionto an agreement, understanding, or arrangsment ex- (b) Multiple controlled pprporatlons.
of D stock under paragraph (a)(2)(iv)(A) of this secisting at the time of the distribution or within 6 ONnly the stock or securities of a con-
tion. Second, under paragraph (a)(2)(iii)(B) of thisnonths thereafter) who would not have acquiretrolled corporation in which one or more
S(_ection, D must establish that, at the time of the disuch interests absent the distribution. Because thgersons acquire directly or indirectly
tribution, neither D, C, nor their cont‘rqllmg share-_presgmptlon _relatlng to the acquisition of a 50-persiock representing a 50-percent or greater
holders would reasonably have anticipated that itent interest in D cannot be rebutted, section 355(e|).|t t t of | . f re-
was more likely than not that one or more persorspplies to the distribution of C. Interest as pa_r 0 a p an_ (or Sene_s O re
would acquire a 50-percent or greater interest in D Example 9. (i) D distributes C pro rata to its lated transactions) involving the distribu-
or C within 2 years after the distribution (or latershareholders solely to facilitate a stock offering bfion of that corporation will be treated as
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not qualified property under sectionnizations. The proposed regulations proAashington, DC 20224. Comments on
355(e)(1) if—- vide guidance for private foundations rethe collections of information should be

(1) The stock or securities of more thamjuired to make copies of applications foreceived by October 12, 1999. Comments
one controlled corporation are distributedax exemption and annual information reare specifically requested concerning:
in distributions to which section 355 apturns available for public inspection and Whether the proposed collections of in-
plies; and to comply with requests for copies offormation are necessary for the proper

(2) One or more persons do not acthose documents. Final regulations relaperformance of the functions of the IRS,
quire, directly or indirectly, stock repre-ing to the public disclosure requirementéncluding whether the information will
senting a 50-percent or greater interest mpplicable to tax-exempt organizationdhave practical utility;
the distributing corporation pursuant to ather than private foundations were is- The accuracy of the estimated burden
plan (or series of related transactions) irsued on April 9, 1999. associated with the proposed collections
volving any of those distributions. ) ) of information (see below);

(c) Valuation. Except as provided in PATES: Written or electronic comments  How the quality, utility, and clarity of
paragraph (a)(7)(i)(A) of this section, forand requests for a public hearing must B@e information to be collected may be en-
purposes of section 355(e) and this sef€ceived by October 12, 1999. hanced:;
tion, all shares_of stock within a SingleADDRESSES: Send submissions to- How the burde_n of complying yvith the
class are considered to have the SaM&--DOM:CORP R (REG_121946_98),pr0posed collections of information may

value. Thus, control premiums and mi-
room 5226, L .
0B 7604. Ben Eranklin Station Washpllcatlon of automated collection tech-

nority and blockage discounts within
single class are not taken into account. ington, DC 20044, Submissions may paiques or other forms of information tech-

_(d) Eff_ective date. T_he_reg_ulations inhand delivered Monday through FridaynOIOgy; and .
this section apply to distributions occury.nveen the hours of 8 a.m. and 5 p.m. to Estimates of capital or start-up costs

ring after the regulations in this section-~.poM:CORP:R (REG-121946-98) |

Internal Revenue Servicebe minimized, including through the ap-

and costs of operation, maintenance, and
are published as final regulations in th%ourier’s Desk. Internal Revenue Serpurchase of services to provide informa-

Federal Register. vice, 1111 Constitution Avenue, NW,tlon'

Robert E. Wenzel Washington, DC. Alternatively, taxpayers The collections of information in

. . . these proposed regulations are in
Deputy Commissioner of 12 St”bm'I gom”}e”tt.s e'ﬁftr?ﬁ'cag{ V1%6301.6104(d)—1, 301.6104(d)-2, and
© Internet by se'ecting the 1ax €S 441 6104(d)-3. This information is re-

option on the IRS Home Page, or by sub-

(Filed by the Office of the Federal Register on Aumitting comments directly to the IRS In_qwre(ld to_ehnable_ a pnvat% fom;ngatlon to
gust 19, 1999, 1:37 p.m., and published in the issyernet site at http://www.irs.ustreas.gov?ompy with section 6104(d) of the Inter—
of the Federal Register for August 24, 1999, 64 F.Rgy regs/reglist.ntml. nal Revenue Code (Code). Under section

46155) 6104(d), a private foundation is required
FOR FURTHER INFORMATION CON- to make its application for tax exemption
TACT: Concerning the proposed regu|aand its annual information returns avail-
Notice of Proposed Rulemaking tions, Michael B. Blumenfeld, (202) 622-able for public inspection. In addition, a

6070 (not a toll-free number); concerningrivate foundation is required to comply

Internal Revenue.

Private Foundation Disclosure submissions of comments, LaNita Varnvith requests made in person or in writing
Rules Dyke (202) 622-7190 (not a toll-freefrom individuals who seek a copy of those

documents or, in the alternative, to make
REG-121946-98 number).

its documents widely available. The re-
SUPPLEMENTARY INFORMATION:  quirement that a private foundation make
its application for tax exemption and an-
nual information returns available for
ACTION: Notice of proposed rulemak- The collections of information con-public inspection and comply with re-
ing. tained in this notice of proposed rulemakguests made in person or in writing from
ing have been submitted to the Office oindividuals who seek a copy of those doc-
SUMMARY: This document contains Management and Budget for review in acaments or, in the alternative, make the
proposed amendments to the regulationprdance with the Paperwork Reductiodocuments widely available, will enable
relating to the public disclosure requireAct of 1995 (44 U.S.C. 3507(d)). Com-the public to obtain information about the
ments described in section 6104(d) of thments on the collections of informationprivate foundation. Under section
Internal Revenue Code. The proposeshould be sent to th®ffice of Manage- 6104(d), a private foundation is permitted
regulations implement changes made byent and BudgetAttn: Desk Officer for to file an application for relief from the
the Tax and Trade Relief Extension Act othe Department of the Treasury, Office ofequirement to provide copies if the pri-
1998, which extended fully to privateInformation and Regulatory Affairs, vate foundation reasonably believes it is
foundations the same rules regarding pulWashington, DC 20503, with copies tahe subject of a harassment campaign.
lic disclosure of annual information re-the Internal Revenue ServiceAttn: IRS The information a private foundation pro-
turns that apply to other tax-exempt orgaReports Clearance Officer, OP:FS:FRjides when filing an application for a de-
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termination that it is subject to a harassghrough 301.6104(d)-3, respectively. Thishe Code to subject the annual informa-
ment campaign will be used by the IRS toegulation is not subject to the Unfundedion returns filed by private foundations to
make such determination. The collectioMandates Reform Act of 1995 because thine same rules regarding public disclosure
of information is required to obtain reliefregulation is an interpretive regulation. that apply to other tax-exempt organiza-
from the requirement to comply with re- o i tions. In addition, the Tax and Trade Re-
quests for copies if such requests are papEScription of Current Law Disclosure  jiot Extension Act of 1998 repealed exist-
of the harassment campaign. The ”kelgeqwrements Applicable to Private ing section 6104(d), and redesignated
respondents and/or recordkeepers are p Ipundat|ons section 6104(e), as amended, as new sec-
vate foundations. The burden for record- gection 6104(d), as in effect prior tolion 6104(d). Section 6104(d), as
keeping and for reporting is reflectedne effective date of the Tax and Trag@mended by the Tax and Trade Relief Ex-
below. Relief Extension Act of 1998 (Division Jt€nsion Act of 1998, requires each tax-ex-
Estimated total annual recordkeepings 4 R, 4328, the Omnibus Consolidate@MPt organization, including one that is a
burden: 32,565 hours. and Emergency Supplemental ApproprigRfivate foundation, to allow public in-
Estimated average annual burden pgjons Act, 1999)(Public Law 105-277, 1125Pection at its principal office (and at cer-
recordkeeper: 30 minutes. Stat 2681) (with respect to private founi@in regional or district offices) and to
Estimated number of recordkeepersyations), requires a private foundation t§0MPply with requests, made either in per-
65,065. make its annual information returns availSOn or in writing, for copies of the organi-
Estimated total annual reporting burgple for public inspection at its principalzation’s application for recognition of ex-
den: 31 hours. office during regular business hours for £Mption and the organization's three most
Estimated average annual reportingeriod of 180 days after the foundatiofecent annual information returns. Con-
burden per respondent: 27 minutes. publishes notice of the availability of itsJress appears to have intended that
Estimated number of respondents: 68.return. A private foundation must publishsnonexempt charitable trusts described in
Estimated annual frequency of resych notice not later than the due date §ection 4947(a)(1) and nonexempt private
sponses: on occasion. the return (determined with regard to anjoundations comply with the expanded
An agency may not conduct or sponsogxtension of time for filing) in a newspa-Public disclosure requirements, just as
and a person is not required to respond tger having general circulation in thesuch entities are subject to the informa-
a collection of information unless it dis-county in which the principal office of thetion reporting requirements of section
plays a valid control number assigned bybundation is located. Section 6104(e), &8033 pursuant to section 6033(d). See
the Office of Management and Budget. in effect prior to the effective date of theJoint Committee on Taxation, General
Books or records relating to a collecTax and Trade Relief Extension Act ofExplanation of Tax Legislation Enacted in
tion of information must be retained as1998 (with respect to private founda1998 (JCS-6-98), November 24, 1998, at
long as their contents may become matefions), requires a private foundation t@242, fn. 102.
ial in the administration of any internalallow public inspection of the founda- The Tax and Trade Relief Extension
revenue law. Generally, tax returns anglon’s application for recognition of ex-Act of 1998 amendments apply to re-
tax return information are confidential, asmption at the foundation’s principal of-quests made after the later of December
required by 26 U.S.C. 6103. fice (and certain regional or district31, 1998, or the 60th day after the Secre-
offices). Section 6104(e) also requires tary of the Treasury issues regulations re-
private foundation to provide copies of itferred to in section 6104(d)(4) (relating to
This document proposes to amen&xemption application upon requestwhen documents are made widely avail-
§8301.6104(d)-1 through 301.6104(d)-siowever, the requirement to provideable and when a particular request is con-
of the Procedure and Administration RegCoPies of an exemption application upoisidered part of a harassment campaign).
ulations (26 CFR Part 301) relating to théeduest becomes effective only after th&n April 9, 1999, the IRS published in the
section 6104(d) public disclosure requireSecretary of the Treasury issues reguldederal Register(64 F.R. 17279 [T.D.
ments applicable to tax-exempt Organizéior?s.applicable to private foun-dations de8818, 199Q—17 I.R.B. 3]) flnql regulations
tions (organizations described in sectiofc'ibing how a private foundation may beinder section 6104(d) applicable to tax-
501(c) or (d) and exempt from taxatiorfe“?ve_d of the obligation to prowdt_aexempt Qrganlzatlons ot.her than pr|.vate
under section 501(a)). The proposefOPies in response to requests by maklﬁ@undatlons. Accordingly, section
amendments would remove existindtS €xemption gppllcatmn widely gva!|-6104(d), as amenc_jed by the Tax and
§301.6104(d)-1 (relating to public inspecable or bylobtamlng an IRS determinatiofrade Relle_f Extensmn Act of 1998, be-
tion of private foundation annual informa-that a particular request is part of a harassame effective with respect to tax-exempt

tion returns). The proposed amendmenf8ent campaign. organizations other than private founda-

; tions on June 8, 1999.
also would revise 88301.6104(d)~2ymendments Made by the Tax and Trade

through 301.6104(d)-5 to apply the proviggjief Extension Act of 1998 Explanation of Provisions
sions to all tax-exempt organizations, in-

cluding private foundations, and redesig- The Tax and Trade Relief Extension The proposed amendments extend the
nate existing 8§8301.6104(d)-2 throughct of 1998, which was enacted on Octorecently-published final regulations under
301.6104(d)-5 as 88301.6104(d)—Wer 21, 1998, amended section 6104(e) s&ction 6104(d) to apply to private foun-

Background
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dations. The proposed amendments alsections 603(a) and 605(b) of the Regul&&omments and Requests for a Public
modify those regulations in several retory Flexibility Act, it is certified that the Hearing
spects. The proposed amendments statellection of information referenced in
that the term annual information return inthis notice of proposed rulemaking will - ) . ‘
cludes any return that is required to beot have a significant economic impact oRdoPted as final regulations, consideration
filed under section 6033. For a private substantial number of small entities. AIWill bé given to any written comments (a
foundation, such returns include Fornthough a substantial number of small ent§igned original and eight (8) copies) and
990-PF and Form 4720. Consistent witties will be subject to the collection of in-€/€ctronic comments that are submitted
the statute, the proposed amendmentsrmation requirements in thesgliMely to the IRS. The IRS and the Trea-
provide that, unlike other tax-exempt orregulations, the requirements will not hav&Ury Department specifically request com-
ganizations, a private foundation is rea significant economic impact on these erf"€Nnts on the clarity of the proposed regu-
quired to disclose to the general public theties. The average time required to main@tions and how they may be made easier
names and addresses of its contributorgin and disclose the information required® understand. All comments will be avail-
The proposed amendments also clarifyinder these regulations is estimated to '€ for public inspection and copying.
that, for purposes of section 6104(d), thgo minutes for each private foundation. A Public hearing may be scheduled if
terms tax-exempt organization and priThis estimate is based on the assumptiggduested in writing by a person that
vate foundation include nonexempt prithat, on average, a private foundation wilfiMmely submits written or electronic com-
vate foundations and nonexempt charitgeceive one request per year to inspect mepts. If a public hearlng is scheduled,
ble trusts described in section 4947(a)(Ijrovide copies of its application for taxnetice of the date, time, and place for the
that are subject to the information reportsxemption and its annual information rehearing will be published in theederal
i?]g requiremgnts of sdection 6033. Finall.ytums_ Approximately 0.1 percent of theRegister.
the proposed amendments remove exisfrivate foundations affected by these re - -
ing §301.6104(d)-1 and redeSign"jltsgations will be subject to the r}:aporting r%L_braftmg Information
existing  88301.6104-2  throughgirements contained in the regulations. It The principal author of these regula-
301.6104(d)-5, as §§301-6.104(d)_(i)s estimated that annually, approximatelyions is Michael B. Blumenfeld, Office of
through 301.6104(d)-3, respectively. g5 private foundations will make its docu-Associate Chief Counsel (Employee Ben-
Until 60 days after these proposednents widely available by posting thenefits and Exempt Organizations), IRS.
amendments are published as final regul@p the Internet. In addition, it is estimatedther personnel from the IRS and Trea-
tions in theFederal Register,private (pat annually, approximately 3 privatesury Department also participated in their
foundations continue to be subject to SeGqngations will file an application for a development.
tion 6104(d) and section 6104(e), as in fetermination that they are the subject of a

Izcntspgar fcttheo;‘ra)l(;gg T?:g Ree”?;_?;harassment campaign such that a waiver
i xisti S ; : :

' _ of the obligation to provide copies of thelrpro osed Amendments to the Requlations
§301.6104(d)-1. Thereafter, private founélpplications for tax exemption and their P g

dations will continue to be subject to thE‘annual information returns is in the public Accordingly, 26 CFR part 301 is pro-

public inspection requirements of Secliohierest. The average time required tposed to be amended as follows:

6104(d), as in effect prior to the Tax an : o
omplete, assemble and file an application
Trade Relief Extension Act of 1998, an P I ppiicatl QART 301-PROCEDURE AND

L . escribing a harassment campaign is ex*
existing §391'6104.(d)_1 with respect t ected to be 5 hours. Because applicﬁ‘—DM''\‘|STR'A‘-I_|O'\I
any annual information return the due da

(determined with regard to any extensiorﬁggzrjo\:vii Eir?ifjénzgtiﬁ?r?pi%% dit:erm'_ Paragraph 1. The authority citation for
of time for filing) for which is prior to the quenty, Y part 301 is amended by adding entries in

effective date of the final regulations. will have no effect on the average ime,;merical order to read as follows:
needed to comply with the requirements in Authority: 26 U.S.C. 7805 * * *

Proposed Effective Date ]Ehesg rggu!atitjllrls. (Ij”, adrcljition, a pl)riyate Section 301.6104(d)-2 also issued
oundation is allowed in these regulation )

The amendments made by these regulgy charge a reasonable fee for providingngzrctzii:'?d?gigj((?)(:_ag also issued
tions are proposed to be effective 60 daysopies to requesters. Therefore, it is estijor 26 U S.C. 6104(d)(3): * * *
after the date these regulations are pubnated that it will cost a private foundation R '
lished as final regulations in ttieederal  |ess than $10 per year to comply with§301.6104(d)-1 [Removed]

Register. these regulations, which is not a signifi- _ _
cant economic impact. Par. 2. Section 301.6104(d)-1 is re-

Pursuant to section 7805(f) of the IntermoVed-

It has been determined that this noticeal Revenue Code, this notice of pr°§301.6104(d)—2 [Redesignated as
of proposed rulemaking is not a signifi-posed rulemaking will be submitted to th%301.6104(d)—0]
cant regulatory action as defined in Execuchief Counsel for Advocacy of the Small
tive Order 12866. Therefore, a regulatorusiness Administration for comment on Par. 3. Section 301.6104(d)-2 is redes-
assessment is not required. Pursuant its impact on small business. ignated as §301.6104(d)-O0.

Before these proposed regulations are

* *x *x *x %

Special Analyses
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Par. 4. Newly designated §301.6104(d)€v)

0 is revised to read as follows:
e
§301.6104(d)-0 Table of contents. ©
This section lists the major captions(f)
contained in §8301.6104(d)-1 through
301.6104(d)-3 as follows: 1)
(2)

§301.6104(d)-1 Public inspection and (3)
distribution of applications for tax Q)
exemption and annual information

returns of tax-exempt organizations.

(@)
(b)
(1)

(h)
(1)
(2)

In general.

Definitions.

Tax-exempt organization.

(2) Private foundation.

(3) Application for tax exemption.
(i) Ingeneral.

(i) No prescribed application form. (@)
(i) Exceptions. (b)
(iv) Local or subordinate organizations. (1)
(4) Annual information return. (2)
(i) Ingeneral. ()

(i) Exceptions. (i)
(iii) Returns more than 3 years old. (iii)
(iv) Local or subordinate organizations. (c)
(5) Regional or district offices.

(i) Ingeneral.
(i) Site not considered a regional or dis{d)

§301.6104(d)-2 Making applications 4,
and returns widely available.

Responding to inquiries of feesgraph (b)(2) of this section),” from the
charged. first sentence.

Documents to be provided by re- b. Remove the language “, other than a
gional and district offices. private foundation,” from the second sen-
Documents to be provided by localtence.

and subordinate organizations. c. Remove the language “88301.6104(d)—
Applications for tax exemption. 4 and 301.6104(d)-5" from the fourth sen-
Annual information returns. tence and add “88301.6104(d)-2 and
Failure to Comp|y_ 301.6104(d)-3" in its place.

Failure to comply with public in- 2. In paragraph (b) introductory text,

spection or copying requirements. femove the language “8§301.6104(d)-4

In general. “88301.6104(d)-2 and 301.6104(d)-3" in

Private foundation annual informa-ItS Place.

tion returns. 3. In paragraph (b)(1), add a sentence
at the end of the paragraph.

In paragraph (b)(2), add the lan-

guage “or a nonexempt charitable trust

described in section 4947(a)(1) or a

In general. nonexempt private foundation subject to
Widely available. the information reporting requirements of
In general. section 6033 pursuant to section 6033(d)”
Internet posting. at the end of the sentence.

In general. 5. In paragraph (b)(3)(iii)(B), remove

Transition rule. the word “or” at the end of the paragraph.
Reliability and accuracy. 6. Redesignate paragraph (b)(3)(iii)(C)
Discretion to prescribe other methas paragraph (b)(3)(iii)(D) and add a new
ods for making documents widelyparagraph (b)(3)(iii)(C).

available. 7. In paragraph (b)(4)(i), remove the
Notice requirement. last two sentences and add three sentences

trict office. . ~ (e) Effective date. in their place.
(c) Special rules relating to public in- 8. Paragraph (b)(4)(ii) is amended as
spection. §301-§1Of1(d)—3 .Tax—exempt follows:
(1) Permissible conditions on pUblIC in-organlz_atlon SUbJeCt to harassment a. Remove the |anguage “ and the re-
spection. campaign. turn of a private foundation” from the first
(2) Organlzatlons_ that do not malntaln(a) In general. sentence..
permanent offices. (b) Harassment b. Revise the last sentence.
(d) Special rules relating to copies. (c) Special rule for multiple requests 9. Revise paragraph (h).

(1) Time and place for providing copies
in response to requests made in pe{a)
son.

(i) Ingeneral.

(i) Unusual circumstances. ()
(iii) Agents for providing copies.
(2) Request for copies in writing. Eg)

(i) Ingeneral.

(ii)

(A)
(B)

ten requests.
In general.

ment.
(C) Agents for providing copies.
(3) Fees for copies.
(i) Ingeneral.

Time and manner of fulfilling writ- §301.6104(d)-3 [Redesignated as
§301.6104(d)-1]

from a single individual or address. |ov1—2-e revisions and additions read as fol-

Harassment determination proce- "~
dure. §301.6104(d)-1 Public inspection and

Effect of a harassment determinadistribution of applications for tax
tion. exemption and annual information
Examples. returns of tax-exempt organizations.
Effective date.

* * *x * *

(b) * k%
(1) * * * The term tax-exempt organi-

Request for a copy of parts of docu- Par. 5. Section 301.6104(d)-3 is redegation also includes any nonexempt chari-
ignated as §301.6104(d)-1.
Par. 6. Newly designated §301.6104(d)ar nonexempt private foundation that is
1 is amended as follows:
1. Revise the section heading.

table trust described in section 4947(a)(1)

subject to the reporting requirements of
section 6033 pursuant to section 6033(d).

(i) Form of payment. la. Paragraph (a) is amended as fol- 5 % % %
(A) Request made in person. lows:
(B) Request made in writing. a. Remove the language “, other than a (3)* * *

(iii)
September 7, 1999

Avoidance of unexpected fees.

private foundation (as defined in para- (iii) * * *
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(C) In the case of a tax-exempt organi- 1. In paragraph (a), remove the lanmaintain their status as public charities or
zation other than a private foundation, thguage “8301.6104(d)—3(a)” from eachas operating foundations. Accordingly,
name and address of any contributor tplace it appears and add “§301.6104(d)grantors and contributors may not, after
the organization; or 1(a)” in each place, respectively. this date, rely on previous rulings or des-
2. Revise paragraph (e). ignations in the Cumulative List of Orga-
The revision reads as follows: nizations (Publication 78), or on the pre-

. ' sumption arising from the filing of notices
(4)*** () * ** Returns filed pursuant 307 6104(d)-2 Making applications andynder section 508(b) of the Code. This

to section 6033 include Form 990, ReturRetyms widely available. listing doesnotindicate that the organiza-

of Organization Exempt From Income ok K Kk tions have lost their status as organiza-

Tax, Form 990-PF, Return of Private . . . . -
. . e) Effective date For a tax-exempt or- tons described in section 501(c)(3), eligi-
Foundation, or any other version of Form (©) P ble to receive deductible contributions.

anization, other than a private founda* X - .
990 (such as Forms 990-EZ or 990-BLJ b Former Public CharitiesThe following

except Form 990-T) and Form 1065tion, this section is applicable June 8, o ;
P ) 1999. For a private foundation, this seclrganizations (which have been treated as

Each copy of a return must include all in- ot ;
py tion is applicable beginning 60 days aftePrganizations that are not private founda-

formation furnished to the Internal Rev- : _ . “tions described in section 509(a) of the
enue Service on the return, as well as 4ffeSe regulations are published as fm%ode) are now classified as private foun-

* * *x % %

schedules, attachments and supportif§oulations in th&ederal Register. dations:
documents. For example, in the case 0f&01.6104(d)—5 [Redesignated as African-American Youth Baseball
Form 990, the copy must include Sched§301_6104(d)_3] Association, Desoto, TX
ule A of Form 990 (containing supple- American Friends of Kollel Beth
mentary information on section 501(c)(3) Par. 9. Section 301.6104(d)-5 is redes- Hatalmud of Melbourne Australia,
organizations), and those parts of the régnated as §301.6104(d)-3. Brooklyn, NY
turn that show compensation paid to spe- Par. 10. Newly designated §301.6104(d)arbor Hills Parent Organization,
cific persons (currently, Part V of Form3 is amended as follows: Sylvania, OH
990 and Parts | and Il of Schedule A of 1. In paragraph (a), remove the lanarizona Flairs Boosters Inc., Mesa, AZ
Form 990). guage “8§301.6104(d)-3(a)” and addrrmenian International Sports

(i) *** In the case of a tax-exempt “8301.6104(d)-1(a)" in its place. Foundation, Woodside, NY
organization other than a private founda- 2. Revise paragraph (g). Arts Pack Inc., Racine, WI
tion, the termannual information return ~ The revision reads as follows: Association of Rape and Assault

does not include the name and address
any contributor to the organization.

Prevention Inc., Silver Spring, MD

%01'6104(‘1)_3 Tax-exempt organlzatlorbone Marrow Lifeline Inc., Greensboro,

subject to harassment campaign.

NC
rreemoer X ok ok k% Broadhead Mannor Resident Council,
(h) Effective date—(1) In general. For Pittsburgh, PA

a tax-exempt organization, other than g (9) Effective dateFor a tax-exempt or- center for Cultural Education Inc.,

private foundation, this section is applicaganization’ other than a private founda- acton, MA

ble June 8, 1999. Except as provided ii{on, this section is applicable June 8giHs Debate Team Booster Club, Troy,
paragraph (h)(2) of this section, for a pri: 999. For a private foundation, this sec- A

. . o tion is applicable beginning 60 days aftethijldrens Museum of Dayton Inc.,
vate foundation, this section is applicabl ese regulations are published as final
beginning 60 days after these regulations, Dayton, OH

; i . . ulations in th&ederal Register. i
are published as final regulations in the 9 g Childrens Safety Bureau Inc.,

; San Antonio, TX
Federal Register. ’
g Robert E. Wenzel, cpistian Youth Network of Utah, Sandy,

(2) Private foundation annual informa- Deputy Commissioner of 7
tion returns. This section applies to any Internal Revenue. " "
private foundation return the due date for Coalmqn for Positive Change,
which (determined with regard to any ex{Filed by the Office of the Federal Register on Au- Huntington, WV .
tension of time for filing) is after the ap_gust 9, 1999, 8:45 a.m., and published in the issue §folorado Gymnastics Parents,

. . . the Federal Register for August 10, 1999, 64 F.R. Longmont, CO
plicable date for private foundations spec;
ified in paragraph (h)(1) of this section 43324) Columbus Roadrunners, Columbus, OH

paragrap ' Concerned Citizens Enterprises Inc.,

§301.6104(d)—4 [Redesignated as . . Middletown, OH
§301.6104(d)—2] Foundations Status of Certain Deaf Childrens Association of America,
Organizations Saddle Brook, NJ
Par. 7. Section 301.6104(d)—4 is redes- Doo Rae Foundation Inc., Flushing, NY
ignated as §301.6104(d)-2. Announcement 99-88 Each One Teach One, Clarksdale, AZ
Par. 8. Newly designated 8301.6104(d)- The following organizations haveEast Marietta Basketball Inc., Marietta,
2 is amended as follows: failed to establish or have been unable to GA
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Empowering Parents for Troubled Times Multicultural Committee of Ocean Whaz-Up Productions Inc., Lithonia, GA

Inc., Greensboro, GA County Inc., Toms River, NJ Williams Community Center Association,
Epiphany Enterprises Inc., Jacksonville, Needy People Foundation Inc., Brooklyn, Williams, CA
FL NY Women of Color Inc., Chicago, IL
Family Community Development New Life Academy Inc., Macon, GA If an organization listed above submits
Corporation, Pine Bluff, AR New York Coastal Partnership Inc., information that warrants the renewal of
Filipino-American Law Enforcement Babylon, NY its classification as a public charity or as a
Association of lllinois Inc., Chicago, Oaks Youth Project Inc., Tahlequah, OK private operating foundation, the Internal
IL Onward Paterson Through the 90s Inc., Revenue Service will issue a ruling or de-
Fort Bragg Swim Club, Ft. Bragg, NC Paterson, NJ termination letter with the revised classi-
Four Season Choral Society Inc., Organization for the Betterment of Youth fication as to foundation status. Grantors
Richardson, TX Las Vegas, NV and contributors may thereafter rely upon
Franciscan Servants of Divine Mercy  Peninsula Little League, San Diego, CA such ruling or determination letter as pro-
Inc., Jackson, Ml Polliwog Place Child Development vided in section 1.509(a)-7 of the Income
Gaden Jangtse Monastery, Anaheim, CA Center, Metropolis, IL Tax Regulations. It is not the practice of
Geoff Carroll Memorial Fund, Boston,  Poultney Project Care, Poultney, VT the Service to announce such revised clas-
MA Preschool Services Inc., Scottsdale, AZ sification of foundation status in the Inter-
George Foster Foundation Inc., Progressive Youth Services Inc., nal Revenue Bulletin.
Greenwich, CT Houston, TX
Greencastle Antrim Primary School PTORomanian Childrens Aid Inc., Dallas, TX
Greencastle, PA Ryan Scherbel Foundation, Willis, TX  Section 195—Start-up
Hidden Talent Theater Inc. C/O Bobbie Safekeeping, Denmark, ME Expenditures
Flowers, Shreveport, LA Sandwich Home Nursing and Health
Hispanic Mathematical Association of Association, Center Sandwich, NH ~ Announcement 99-89
Minnesota Inc., St. Paul, MN Sharks Foundation, San Jose, CA . .
International Center for the Deaf, Sheridan All Seasons Center Association, This annogncement reflects cprrgctlons
New York, NY Sheridan, WY of typographical errors and omissions in
Jackson Art Association, Jackson, TN  Sibley County Coral Society Inc., Rev. Rul. 99-23, 1999-20 |.R.B. 3, dated
Judy Aaron Ministries, Phoenix, AZ Arlington, MN May 17, 1999. :
Kangaroo Pouch Day Care & Learning Silent Servants, Redford, Ml In the LAW AND ANALYSIS section
Center, Jayess, MS South Carolina Traditional Jazz of Rev. Rul. 99-23 (ninth paragraph), the
Kids N Christmas of Arizona, Tempe, AZ Foundation, Gadsden, SC quoted language from the legislative his-
Kiwanis Horses for Handicapped Southwest Juniors Volleyball AssociationtO"Y O,f 8 195 of the Internal Revgnue
Foundation of Pinellas County Inc., Inc., Tempe, AZ Code is correpted to read as fOHO,WS' .
Seminole, FL Spark, Nashville, TN " [Eliigible EXpenses C.OnS'St. of n-
Largo-Tibet Parent Teacher OrganizationSportsfest Inc., Bronxville, NY vestlgatory costs !ncurreq N reviewing
Savannah, GA Tabernacle of Praise Ministries, a plrospectlyE.z business prior to reaching
Licking County Crime Stoppers Inc., Sacramento, CA a final d.eC'S'On to acquire or to enter
Newark, OH Texas Association for Spiritual that busilness. These costs lnplude ex-
Lighthouse Institute for Public Policy Knowledge, Dallas, TX penses mcurre'd for the analysis or sur-
Inc., Cochituate, MA Texas Celebration 150 Inc., Irving, TX vey of potential market's, prodygts,
Lineville Band Boosters Inc., Lineville, The American Aesthetic Institute, labor supply, transportation facilities,
AL Minneapolis, MN ete. ...
Living Hope International, Clackamas, The Juniper Foundation Inc., Albany, NY L -
OR The Starfire Booster Club Inc., Startup expenditures eligible for amor-

Lone Star Youth Council Inc., Jasper, TX Carrollton, TX tization do not include any amount with

Magnolia Opera Festival Inc., Carrboro, Time-Out for Youth Inc., Rutherfordton, respect to which a dedu.cti.on would not
NC NC be allowable to an existing trade or

Marshall County Educational Resource Unified and Involved Community Action ~ Pusiness for the taxable year in which

Center Inc., Benton, KY Network U & | Can, Bryan, TX the expenditure was paid or incurred. ...
Marshall Education Trust Fund, MarshallUnion Park-N-Play Committee, Union, In addition, the amortization election
IL ME for startup expenditures does not apply
Mid-City Community Development \oices of Kentuckiana Inc., Louisville, to amounts paid or incurred as part of
Corporation, New Orleans, LA KY the acquisition cost of a trade or busi-
Multi-Media Resource Center, Lansing, Volunteer Action Center of Greater ness. Also, startup expenditures do not
Ml Lorain County, Elyria, OH include amounts paid or incurred for
Multicultural Alliance of Ponca City W O C Tlnc., Arlington, TX the acquisition of property to be held
Incorporated, Ponca City, OK West Side Cares Inc., New York, NY for sale or property which may be de-
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preciated or amortized based on its usebsolete. It was previously used by taxferm Care Insurance Contracts, and Form
ful life. . . . Whether an amount is con{payers who extracted ground water fror8329, Additional Taxes Attributable to
sideration paid to acquire a business . the Ogallala geological formation for irri- IRAs, Other Qualified Retirement Plans,
depends upon the facts and circumgation. Taxpayers claiming this depletiorAnnuities, Modified Endowment Con-
stances of the situation. should continue to deduct it on the depleracts, and MSAs, contain an error. The
In the last sentence of the LAW ANDtion line of their tax returns. No attach-4nstructions for Form 8853, line 7, and
ANALYSIS section, T's” is corrected to ment is necessary. See Rev. Proc. 66—1Horm 5329, Part VI, state that the income
read ‘Z’s” before the words “internal doc- 1966—1 C.B. 624 and Rev. Rul. 82-214earned on certain excess contributions
uments.” 1982-2 C.B. 115. withdrawn from an MSA must be in-
cluded in gross income for the year in
which the MSA participant or the em-

Form 10318, Deduction for Reporting of Earnings on ployer made the contribution. Instead, the
Depletion on Ground Water Used Excess Contributions to Medical earnings must be included in gross in-
for Irrigation; Obsolete Savings Accounts (MSAs) come for the year in which the eamings

and the excess contributions are with-
Announcement 99-90 Announcement 99-93 drawn.

Form 10318,Deduction for Depletion  The 1998 Instructions for Form 8853,
on Ground Water Used for Irrigation, isMedical Savings Accounts and Long-
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Definition of Terms

Revenue rulings and revenue procedurgdies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) modified because it corrects a publishedubstance of a prior ruling, a combination
that have an effect on previous rulingposition. (Compare witlamplifiedand of terms is used. For examplmodified
use the following defined terms to deelarified, above). and supersededlescribes a situation
scribe the effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered detertished ruling is being changed in part and
no change is being made in a prior pubminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because afiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sutmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names of
Clarified is used in those instancegosition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languagebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in éhe new ruling does nothing more tharmseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflshed that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undel prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancand regulations. The term is also usedill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singlaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it apfiod of time in separate rulings. If theService study.

H H E.O—Executive Order. PHC—Personal Holding Company.
Ab b revi atl ons ER—Employer. PO—Possession of the U.S.
Thelfollow(ijng_I?bbreviations in C_Urlrembllfsﬁ ?jn'd f?{'ERISA—Emponee Retirement Income Security Act.PR—Partner.
réwue”r;i::se will appear in material published in t C e Executor. PRS—Partnership.

B F—Fiduciary. PTE—Prohibited Transaction Exemption.
A—Inleldufe\I. FC—Foreign Country. Pub. L—Public Law.
gflifc.gwelscence. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.
BE nBIVI ;J_a_' FISC—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BK_BenE clary. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.

—Bank. . .

F.R—Federal Register. S—Subsidiary.

B.T.A—Board of Tax Appeals.
C —individual FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedral Rules.
C‘B Cumula.tive Bulletin FX—Foreign Corporation. Stat—Statutes at Large.
C;:R.—Code of Federal Re;gulations G.C.M—Chief Counsel's Memorandum. T—Target Corporation.
Cl—City ' GE—Grantee. T.C—Tax Court.
COOP—.Cooperative GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision GR—Grantor. TFE—Transferee.
CY—County, IC—Insurance Company. TFR—Transferor.
D—Decedent |.R.B—Internal Revenue Bulletin. T.l.R—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.
DE—Donee. LP—Limited Partner. TR—Trust.
Del. Order—Delegation Order. LR—Lessor. TT—Trustee.
DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.
E—Estate. O—Organization. Y—Corporation.
EE—Employee. P—Parent Corporation. Z—Corporation.
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(Ann. 79) 31229 List of organizations classified as private

. . foundations (Ann. 64) 27; (Ann. 68

For the index of items published during ~ Forms 1098, 1099, 5498, W-2G; speci- ( ) 27 ( )

At _ 28, 31; (Ann. 70) 29,118; (Ann. 78)
1998, see I.R.B. 1999-1, dated Janu- fications — Pub. 1220 (RP 29) 3138
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interests (T.D. 8819) 2(; correc-

Regulations: tion (Ann. 47) 2829

EMPLOYEE PLAN 26 CFR 20.2031-0, revised,; o ) .
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funds transfers of federal deposits
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vestment income (RP 30) 3221

Original issue discount (OID) tables are no
longer available electronically from the

IRS bulletin board (Ann. 71) 3223

Page numbers change in Internal Revenue

Bulletins (Ann. 69) 2833
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ities, interests for life or terms of
years, and remainder or reversionary
interests (T.D. 8819) 28; correction
(Ann. 47) 2829

26 CFR 1.367(e)-0T, —1T, —-2T, re-

moved; 1.367(e)-0, —1, -2, added;
1.6038B-1, —1T, amended; treat-
ment of distribution to foreign per-
sons under sections 367(e)(1) and (2)
(T.D. 8834) 34251

26 CFR 1.382-5T redesignated as

1.382-5, amended; 1.382-8T redes-
ignated as 1.382-8, amended;
1.382-1, -2, 2T, —4, amended; ap-
plication of section 382 in short tax-

able years and with respect to con-
trolled groups (T.D. 8825) 289

26 CFR 1.643(h)-1, added; 1.671-2(e),

revised; 1.671-2T, added; 1.672(f)-1
through -5, added; inbound grantor
trusts with foreign grantors (T.D.
8831) 34264

26 CFR 1.861-8, amended; 1.861-8T,

amended; 1.865-1T, added; 1.865-2,
added; 1.865-2T, added; 1.904-0,
amended; 1.904-4, amended; alloca-
tion of loss with respect to stocks and
other personal property (T.D. 8805)
5, 14; correction (Ann. 66) 2R

26 CFR 1.904-5, amended; 1.904-5T,

removed; 1.954-1, amended;
1.954-1T, -2T, removed; 1.954-9T,
removed; 301.7701-3, amended;
301.7701-3T, removed; removal of
regulations providing guidance under
subpart F relating to partnerships and
branches (T.D. 8827) 3020

26 CFR 1.1397E-1T, amended; quali-

fied zone academy bonds; obliga-
tions of states and political subdivi-
sions (T.D. 8826) 29,07

26 CFR 1.1502-15T, —21T, —22T, —23T,

removed; 1.1502-1, amended;
1.1502-15, —21, —22, —23, added;
consolidated returns—limitations on

1999-36 I.R.B.



INCOME TAX—Continued

the use of certain losses and deduc-
tions (T.D. 8823) 2934
26 CFR 1.1502-90T redesignated as

INCOME TAX—Continued

INCOME TAX—Continued

1.6109-2T, added; alternative identi- 26 CFR 602.101, amended; require-

fying numbers for income tax return
preparers (T.D. 8835) 3317

1.1502-90A; 1.1502-91T through 26 CFR 1.6302—4, revised; electronic

—99T, removed; 1.1502-90 through
—99, added; 1.1502-91A through

funds transfers of federal deposits
(T.D. 8828) 30,120

ments respecting the adoption or
change of accounting method; exten-
sion of time to make elections; (T.D.
8742, 1998-5 I.R.B. 4); correction
(Ann. 73) 30,133

—99A, added: 1.1502-20, amended; 26 CFR 301.6311-2T, amended; payResidential rental property, correction to
ment by credit card and debit card; recovery period for personal property

limitations on net operating loss car-
ryforwards and certain built-in losses
and credits following an ownership

change of a consolidated group (T.D
8824) 2962

26 CFR 1.6109-2, paragraph (a), re-
vised and paragraph (d), added,;

1999-36 |.R.B.

26 CFR 301.7122-1,

(T.D. 8793) 7,15; correction (Ann.
75) 30,134

301.7122-0T and —1T, added; com-

promise of tax liabilities (temporary)
(T.D. 8829) 32235

Vi

in Pub. 527 (Ann. 82) 3244
Private delivery services; timely filing or
removed; payment (Notice 41) 3825
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